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Lecture 0.02 - AUD Introduction 


Auditing and Attestation - 4 Hours 


Content Allocation 


The content areas tested in the AUD section of the exam, as well as the weight given to each 
content area, are summarized in the following table. 


Content Area Weight 
Area | Ethics, Professional Responsibilities and General Principles 15-25% 
Area II Assessing Risk and Developing a Planned Response 20-30% 
Area Ill Performing Further Procedures and Obtaining Evidence 30-40% 
Area IV Forming Conclusions and Reporting 15-25% 


Skill Allocation 


The skills tested in the AUD exam, as well as the weight given to each skill, are summarized in the 
following table. 


Skill Weight 
Evaluation 5-15% 
Analysis 15-25% 
Application 30-40% 
Remembering and Understanding 30-40% 


Remembering and Understanding is mainly concentrated in Area | and Area IV. These areas 
contain much of the general audit knowledge that is required for newly licensed CPAs. In Area IV, 
many of the tasks relate to reporting and are driven by templates and illustrative examples. 


Application is tested in all four areas of the AUD section. Application tasks focus on general topics 
such as professional responsibilities and documentation, and the day-to-day tasks that newly 
licensed CPAs perform, frequently using standardized application tools such as audit programs 
and sampling techniques. 


Analysis and Evaluation skills, tested in Area II and Area Ill, involve tasks that require a higher level 
of analysis and interpretation. These tasks, such as concluding on sufficiency and appropriateness 
of evidence, frequently require newly licensed CPAs to apply professional skepticism and 
judgment. 


The representative tasks combine both the applicable content knowledge and the skills required in 
the context of the work that a newly licensed CPA would reasonably be expected to perform. 


Exam Structure and Time Allocation 


There are five testlets in each section of the exam. The number of MCQs and TBSs in each testlet is 
shown below along with recommendations from Roger CPA Review for the amount of time you 
should devote to each testlet. 
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Testiet 1 
36 MCQ 


Testlet 2 
36 MCQ 


Testiet 3 
2 TBS 


Testlet 4 
3 TBS 


Testlet 5 
3 TBS 


Total Time: 4 hours 


Things to consider: 


O 


O 
O 
O 


Use 75 seconds per multiple choice question as a benchmark 

Allocate 15-20 minutes per task-based simulation, depending on complexity 
Plan to use no more than 10 minutes per research question 

Take the standard 15-minute break after the 3 testlet - it doesn’t count against 
your time. 
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Uniform CPA Examination Blueprints 
Effective January 1, 2019 


AUDITING & ATTESTATION (AUD) 


The AICPA gives candidates clear guidelines for the knowledge and skills that are tested on the CPA 
Exam. In the following excerpt we point to the most important information published by the AICPA 
describing the Exam sections. 


The Auditing and Attestation (AUD) exam tests the knowledge and skills that a newly licensed CPA 
must demonstrate when performing: 
e Audits of issuer and nonissuer entities (including governmental entities, not-for-profit 
entities, employee benefit plans and entities receiving federal grants) 
e Attestation engagements for issuer and nonissuer entities (including examinations, reviews 
and agreed-upon procedures engagements) 
e Preparation, compilation and review engagements for nonissuer entities and reviews of 
interim financial information for issuer entities. 


Newly licensed CPAs are also required to demonstrate knowledge and skills related to professional 
responsibilities, including ethics and independence. 


Professional skepticism reflects an iterative process that includes a questioning mind anda 
critical assessment of audit evidence. It is essential to the practice of public accounting and the 
work of newly licensed CPAs. 


Tasks included in the AUD section blueprint may, and typically do, relate to multiple engagement 
types. For example, tasks related to Analytical Procedures (included under Area III, Group C, Topic 
1) may be performed during a: 


e Review engagement — as a presumptively mandatory procedure required under 
Statement for Accounting and Review Services No. 21 (AR-C section 90), or during an 


e Audit engagement - during planning, as a substantive procedure, or near the end of the 
engagement to assist with forming an overall conclusion on the financial statements 


Area | of the AUD section blueprint covers several general topics, including the following: 
e Nature and Scope of Engagements - Understanding the nature and scope of the various 
types of audit and non-audit engagement types, including: 

o Audit Engagements - Financial statement audits as well as other types of audits a 
newly licensed CPA may perform, such as compliance audits, audits of internal 
control integrated with an audit of financial statements and audits of entities 
receiving federal grants 

o Non-audit Engagements - Attestation engagements (including examinations, 
reviews and agreed-upon procedures engagements), Accounting and Review 
Services engagements (including preparation, compilation and review 
engagements) and reviews of interim financial information 


e Ethics, Independence and Professional Conduct - Requirements under the AICPA Code of 
Professional Conduct and professional and independence requirements of the Securities 
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and Exchange Commission (SEC), PCAOB, GAO and DOL; concepts related to professional 
skepticism and professional judgment 

e Terms of Engagement - Preconditions for accepting an audit or non-audit engagement and 
the terms of engagement and engagement letter 

e Engagement Documentation - Requirements for engagement documentation for all types 
of audit and non-audit engagements 

e Communication Requirements - Understanding the requirements for communicating with 
management, those charged with governance, component auditors and other parties 

e Quality Control - Understanding of quality control at the firm and engagement levels 


The remaining three areas of the AUD exam blueprint (Areas II, III and IV) cover the activities that a 
newly licensed CPA must be able to perform when providing professional services related to the 
types of engagements enumerated above. These sections include the activities relevant for every 
type of engagement covered in the AUD exam, from the integrated audit of an issuer to a 
preparation, compilation or review for a small nonissuer, to the audit of a governmental entity. The 
organization of these sections follows the typical engagement process, from planning through 
reporting. 


Area II of the AUD exam blueprint covers the engagement process from initial planning to risk 
assessment and designing procedures responsive to risks, including: 
e Planning the Engagement - Understanding the engagement strategy and developing a 
detailed engagement plan 
e Understanding an Entity and Its Environment and Understanding Internal Controls Over 
Financial Reporting - Developing an understanding of an entity and the risks associated 
with the engagement, understanding an entity's internal controls, and evaluating the effect 
of internal controls on an engagement 
e Assessing Risks and Planning Further Procedures - Identifying and assessing risks of 
misstatement due to error or fraud and developing appropriate engagement procedures, 
including understanding and calculating materiality and considering specific engagement 
risks, as well as incorporating concepts such as group audits, using the work of the internal 
audit function and the work of specialists 


Area III of the AUD exam blueprint covers performing engagement procedures and concluding on 
the sufficiency and appropriateness of evidence obtained, including performing specific types of 
procedures (e.g., analytical procedures, observation and inspection, recalculation and 
reperformance); testing the operating effectiveness of internal controls; performing tests of 
compliance and agreed-upon procedures, understanding and responding to specific matters that 
require special consideration (e.g., accounting estimates, including fair value estimates); evaluating 
and responding to misstatements due to error or fraud and to internal control deficiencies; 
obtaining management representations; and performing procedures to identify and respond to 
subsequent events and subsequently discovered facts. 


Area IV of the AUD exam blueprint covers identifying the factors that an auditor, accountant or 
practitioner should consider when reporting on auditing, attestation, compilation, review or 
compliance engagements, when performing preparation engagements, and when assisting in the 
preparation of reports for these engagements. This includes other reporting considerations, such 
as comparative financial statements, consistency, supplementary information and special 
considerations when performing engagements under Government Auditing Standards. 
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References - Auditing and Attestation 


AICPA Statements on Auditing Standards and Interpretations | Public Company Accounting 
Oversight Board (PCAOB) Standards (SEC-Approved) and Related Rules, PCAOB Staff Questions and 
Answers and PCAOB Staff Audit Practice Alerts | U.S. Government Accountability Office 
Government Auditing Standards | Single Audit Act, as amended | Office of Management and 
Budget (OMB) Audit requirements for Federal Awards (2 CFR 200) | AICPA Statements on Quality 
Control Standards | AICPA Statements on Standards for Accounting and Review Services and 
Interpretations | AICPA Statements on Standards for Attestation Engagements and Interpretations 
| AICPA Audit and Accounting Guides | AICPA Code of Professional Conduct | Sarbanes-Oxley Act 
of 2002 | U.S. Department of Labor (DOL) Guidelines and Interpretive Bulletins re: Auditor 
Independence | SEC Independence Rules | Employee Retirement Income Security Act of 1974 | 
The Committee of Sponsoring Organizations of the Treadway Commission (COSO): Internal Control 
- Integrated Framework | Current textbooks on auditing, attestation services, ethics and 
independence 
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Area | - Ethics, Professional Responsibilities 
and General Principles (15-25%) 


Content group/topic al Representative task 


A. Nature and scope 


1. Nature and scope: audit A Identify the nature, scope and objectives of the different types of audit engagements, 
engagements including issuer and nonissuer audits. 


2. Nature and scope: 
engagements conducted 
under Government Identify the nature, scope and objectives of engagements performed in accordance 
Accountability Office [v with Government Accountability Office Government Auditing Standards. 
Government Auditing 


Standards 
3. Nature and scope: non-audit Identify the nature, scope and objectives of the different types of non-audit 
engagements va engagements, including engagements conducted in accordance with the attestation 


standards and the accounting and review services standards. 


B. Ethics, independence and professional conduct 


1. AICPA Code of wz Understand the principles, rules and interpretations included in the AICPA Code of 
Professional Professional Conduct. 
Conduct 


Af Recognize situations that present threats to compliance with the AICPA Cade of 
Professional Conduct, including threats to independence. 


Apply the principles, rules and interpretations included in the AICPA Code of 
Professional Conduct to given situations 


Apply the Conceptual Framework for Members in Public Practice included in the AICPA 
Code of Professional Conduct to situations that could present threats to compliance with 
the rules included in the Code. 


Apply the Conceptual Framework for Members in Business included in the AICPA 
VY Code of Professional Conduct to situations that could present threats to compliance 
with the rules included in the Code. 


Apply the Conceptual Framework for Independence included in the AICPA Code 
VY of Professional Conduct to situations that could present threats to compliance with 
the rules included in the Code. 
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Area | - Ethics, Professional Responsibilities 
and General Principles (15-25%) (continued) 


ntent grou’ 


2. Requirements of the 
Securities and 
the Exchange Commission 


and the Public Company 
Accounting Oversight Board Recognize situations that present threats to compliance with the ethical requirements 


[v of the Securities and Exchange Commission and the Public Company Accounting 
Oversight Board. 


OA Understand the ethical requirements of the Securities and Exchange Commission 
and the Public Company Accounting Oversight Board, 


Apply the ethical requirements and independence rules of the Securities and 
VY Exchange Commission and the Public Company Accounting Oversight Board to 
situations that could present threats to compliance during an audit of an issuer. 


3. Requirements of the Recognize situations that present threats to compliance with the ethical 


Government Vv requirements of the Government Accountability Office Government Auditing 
Accountability Office Standards. 
and the Department 
of Labor r > 
A Recognize situations that present threats to compliance with the ethical 


requirements of the Department of Labor. 


Apply the ethical requirements and independence rules of the Government 

S Accountability Office Government Auditing Standards to situations that could 
present threats to compliance during an audit of, or attestation engagement for, a 
government entity or an entity receiving federal awards. 


of. Apply the independence rules of the Department of Labor to situations that could 
present threats to compliance during an audit of employee benefit plans. 


4. Professional skepticism 


ard piofessichaliudament yv Understand the concepts of professional skepticism and professional judgment. 


vy Understand personal bias and other impediments to acting with professional 
skepticism, such as threats, incentives and judgment-making shortcuts. 
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Area | - Ethics, Professional Responsibilities 
and General Principles (15-25%) (continued) 


Remembering and 


Content group/topic Representative task 


C. Terms of engagement 


1. Preconditions for an 


engagement Y Identify the preconditions needed for accepting or continuing an audit or 


non-audit engagement. 


Perform procedures to determine whether the preconditions needed for accepting or 
VY continuing an audit or non-audit engagement are present. 


Perform procedures to determine whether the financial reporting framework to be 
Y applied to an entity's financial statements is acceptable. 


Perform procedures to obtain the agreement of management that it acknowledges 


VY and understands its responsibilities for an audit or non-audit engagement. 
2 ERE Ge Erna md Identify the factors affecting the acceptance or continuance of an audit or non-audit 
and engagement letter engagement. 
A Identify the factors to consider when management requests a change in the type of 


engagement (e.g., from an audit to a review). 


Perform procedures to confirm that a common understanding of the terms of an 
engagement exist with management and those charged with governance. 


Document the terms of an audit or non-audit engagement in a written engagement 
letter or other suitable form of written agreement. 


gagement documentation 


a Identify the elements that comprise sufficient appropriate documentation for an audit 
or non-audit engagement. 


Z Identify the requirements for the assembly and retention of documentation for an 
audit or non-audit engagement. 
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Area | - Ethics, Professional Responsibilities 
and General Principles (15-25%) (continued) 


os Remembering and 
Content group/topic ne Representative task 


nderstanding 


D. Requirements for engagement documentation (conlint 


Prepare documentation that is sufficient to enable an experienced auditor having 

v no previous connection with an audit engagement to understand the nature, 
timing, extent and results of procedures performed and the significant findings and 
conclusions reached 


Prepare documentation that is sufficient to enable an accountant having no previous 

VY connection with a non-audit engagement to understand the nature, timing, extent 
and results of procedures performed and the significant findings and conclusions 
reached, 


E 


mmunication with management and those charged with governance 


1, Planned scope 
and timing of an S 
engagement 


Identify the matters related to the planned scope and timing of an audit or 
non-audit engagement that should be communicated to management and those 
charged with governance. 


Prepare presentation materials and supporting schedules for use in communicating 
vV the planned scope and timing of an audit or non-audit engagement to management 
and those charged with governance. 


2. Internal control 


Identify the matters related to deficiencies and material weaknesses in internal 
related matters 


v control that should be communicated to those charged with governance and 
management for an audit or non-audit engagement and the timing of such 
communications. 


Prepare written communication materials for use in communicating identified 
vV internal control deficiencies and material weaknesses for an audit or non-audit 
engagement to those charged with governance and management. 


3. All other matters Identify matters, other than those related to the planned scope and timing 


v or deficiencies, and material weaknesses in internal control that should be 
communicated to management and those charged with governance for an audit 
or non-audit engagement. 
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Area | - Ethics, Professional Responsibilities 
and General Principles (15-25%) (continued) 


embering and 


Content group/topic Representative task 


tandir 


F. Communication with component auditors and parties other than management and those charged with governance 


A Identify matters that should be communicated to component auditors in a group 
audit engagement. 


Identify matters that should be communicated to parties other than management and 
[v those charged with governance (e.g., communications required by law or regulation) 
for an audit or non-audit engagement. 


G. A firm m of quality control 


Rd Recognize a CPA firm's responsibilities for its accounting and auditing practice's 
system of quality control. 


v Apply quality control procedures on an audit or non-audit engagement. 


Uniform CPA Examination Blueprints: Auditing and Attestation (AUD) AUD11 


Area II - Assessing Risk and Developing 
a Planned Response (20-30%) 


R Remembering and 
Content group/ EEN Representative task 


A. Planning an engagement 


1. Developing an Explain the purpose and significance of the overall engagement strategy for an audit 
overall engagement va or non-audit engagement. 
strategy 

2. Developing a detailed Prepare a detailed engagement plan for an audit or non-audit engagement starting 
engagement plan v with the prior-year engagement plan or with a template. 


Prepare supporting planning related materials (e.g., client assistance request listings, 
VY time budgets) for a detailed engagement plan starting with the prior-year engagement 
plan or with a template. 


Develop or modify a detailed engagement plan for an audit or non-audit engagement 


Vv based on planning inputs and constraints. 
B, Understanding an entity and its environme 

1. External factors, Identify and document the relevant industry, regulatory and other external factors 
including the v that impact an entity and/or the inherent risk of material misstatement, including the 
applicable financial applicable financial reporting framework. 
reporting - 
framework Document the procedures that were performed to obtain an understanding of the 

Z relevant industry, regulatory and other external factors that impact an entity and/ 
or the inherent risk of material misstatement, including the applicable financial 
reporting framework. 

2. Internal factors, Identify and document the relevant factors that define the nature of an entity, including 
including nature of eo the impact on the risk of material misstatement (e.g., its operations, ownership and 
the entity, governance structure, investment and financing plans, selection of accounting policies 
ownership and and objectives and strategies). 
governance = 
structures and risk Document the procedures that were performed to obtain an understanding of the 
strategy relevant factors that define the nature of an entity, including the impact on the risk 

v of material misstatement (e.g., its operations, ownership and governance structure, 
investment and financing plans, selection of accounting policies, and objectives and 
strategies). 
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Area II - Assessing Risk and Developing 
a Planned Response (20-30%) (continued) 


Ft Remembering and 
Content group/topic eee Representative task 
Understanding 


C. Understanding an entity's internal control 


1 


. Control 
environment and Zv 
entity-level controls 


Identify and document the significant components of an entity's control environment, 
including its entity-level controls. 


2. Flow of transactions 
and design of 
internal controls 


Perform and document the procedures to obtain an understanding of the significant 
components of an entity's control environment, including its entity-level controls. 


Perform a walkthrough and document the flow of transactions relevant to an audit 
of an entity's financial statements, including an audit of an entity's internal controls. 


Perform tests of the design and implementation of internal controls relevant to an 
audit of an entity's financial statements, including an audit of an entity's internal 
controls, 


Identify and document the key controls within the flow of an entity's transactions 
v relevant to an audit of an entity's financial statements, including an audit of an 
entity's internal controls. 


Evaluate whether internal controls relevant to an audit of an entity's financial 
v statements, including an audit of an entity's internal controls, are effectively designed 
and placed in operation. 


3. Implications of an Identify and document the purpose and significance of an entity's use of a service 
entity using a [v organization, including its impact on an audit of an entity's financial statements, 
service organization including an audit of an entity's internal controls. 


Use a service organization report to determine the nature and extent of testing 
v procedures to be performed in an audit of an entity's financial statements, including 
an audit of an entity's internal controls, 
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Area II - Assessing Risk and Developing 
a Planned Response (20-30%) (continued) 


z Remembering and 
Content group/topic n z sis representative task 
3 Understanding 


C. Understanding an entity's internal control (c 


4. Information Identify and document an entity's key IT general and application controls, including 


Technology (IT) [v their impact on the audit of an entity's financial statements, including an audit of an 


berets nd entity's internal controls. 
application 


controls 
7 Perform and document the tests of an entity's IT general and application controls, 


including controls relevant to the audit of an entity's financial statements, including an 
audit of an entity's internal controls. 


5, Limitations of 
controls and risk of VY 
management 
override 


Understand the limitations of internal controls and the potential impact on the risk of 
material misstatement of an entity's financial statements. 


Identify and document the risks associated with management override of internal 
v controls and the potential impact on the risk of material misstatement of an entity's 
financial statements 


the engagement team about the risk of material misstatement due to fraud or error 


Assess risks of material misstatement of an entity's financial statements due to fraud 
[v or error (e.g., during a brainstorming session), leveraging the combined knowledge 
and understanding of the engagement team. 


E. Identifying and assessing the risk of material misstatement, whether due to error or fraud, and planning further procedures responsive to identified ri 


1, Impact of risks at 
the financial v 
statement level 


Identify and document the assessed impact of risks of material misstatement at the 
financial statement level, taking into account the effect of relevant controls. 


Analyze identified risks to detect those that relate to an entity's financial statements 
y as a whole (as contrasted to the relevant assertion level). 
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Area Il - Assessing Risk and Developing 
a Planned Response (20-30%) (continued) 


Remembering and i 
Content group/topic alysis Representatiy 
a Understanding 


E, Identifying and assessing the risk of material misstatement, whether due to error or fraud, and planning further procedures responsive to identified risks (continued 


2. Impact of risks 
for each relevant VY 
assertion at the 
class of transaction, 
account balance a F . R 
and disclosure J Analyze the potential impact of identified risks at the relevant assertion level for 
levels significant classes of transactions, account balances and disclosures in an entity's 

financial statements, taking account cf the controls the auditor intends to test. 


Identify and document risks and related controls at the relevant assertion level for 
significant classes of transactions, account balances and disclosures in an entity's 
financial statements. 


3. Further procedures 
responsive to Vv 
identified risks 


Develop planned audit procedures that are responsive to identified risks of material 
misstatement due to fraud or error at the relevant assertion level for significant 
classes of transactions and account balances 


Analyze the risk of material misstatement, including the potential impact of 
[v individual and cumulative misstatements, to provide a basis for developing planned 
audit procedures. 


F.M 


ality 


1. For the financial Understand materiality as it relates to the financial statements as a whole. 


statements as a Vv 
whole - Á 
zA Calculate materiality for an entity's financial statements as a whole. 
Calculate the materiality level (or levels) to be applied to classes of transactions, 
v account balances and disclosures in an audit of an issuer or nonissuer. 
z že nieee d ee, Understand the use of performance materiality and tolerable misstatement in an 
ivaa Sree aa audit of an issuer or nonissuer. 
tolerable 
misstatement i 
Vv Calculate performance materiality or tolerable misstatement for the purposes of 
assessing the risk of material misstatement and determining the nature, timing and 
extent of further audit procedures in an audit of an issuer or nonissuer. 
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Area || - Assessing Risk and Developing 
a Planned Response (20-30%) (continued) 


Content group/topic $ A Representative task 


G. Planning for and using the work of others, including group audits, the internal audit function and the work of a specialist 


v Identify the factors to consider in determining the extent to which an engagement 
team can use the work of the internal audit function in an audit or non-audit 
engagement. 


Identify the factors to consider in determining the extent to which an engagement 


v team should use the work of a specialist in an audit or non-audit engagement 
Identify the factors to consider in determining the extent to which an auditor can use 
v the work of a component auditor in a group audit 


2 Determine the nature and scope of the work of the internal audit function that can be 
used in an audit or non-audit engagement. 


Perform procedures to utilize the work of a specialist to obtain evidence in an audit or 
non-audit engagement. 


Determine the nature and scope of the work of a component auditor, including the 
identification of significant components that can be used in a group audit. 
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Area || - Assessing Risk and Developing 
a Planned Response (20-30%) (continued) 


Content group/topic Representative task 


H. Specific areas of engagement risk 


KANS va. Z Understand the accountants responsibilities with respect to laws and regulations 
| P d that have a direct effect on the determination of material amounts or disclosures in 
awe en an entity's financial statements for an audit or non-audit engagement. 
regulations, 
including possible 
illegal acts o Understand the accountant’s responsibilities with respect to laws and regulations that 


are fundamental to an entity's business but do not have a direct effect on the entity's 
financial statements in an audit or non-audit engagement. 


Perform tests of compliance with laws and regulations that have a direct effect on 
v material amounts or disclosures in an entity's financial statements in an audit or 
non-audit engagement. 


Perform tests of compliance with laws and regulations that are fundamental to an 
v entity's business, but do not have a direct effect on the entity's financial statements 
for an audit or non-audit engagement. 


2. Accounting 
estimates, including [v 
fair value estimates 


Recognize the potential impact of significant accounting estimates on the risk 
of material misstatement, including the indicators of management bias. 


3. peed ped Perform procedures to identify related party relationships and transactions for 
and related party [v an audit or non-audit engagement, including consideration of significant unusual 


ttansactione transactions and transactions with executive officers. 
2 Analyze the potential impact of related party relationships and transactions on 
the risk of material misstatement for an audit or non-audit engagement, including 
consideration of significant unusual transactions and transactions with executive 
officers. 
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Area Ill - Performing Further Procedures and 
Obtaining Evidence (30-40% 


Skill 


Remembering and 
Content group/topic g Representative task 
nderstanding 


A. Understanding sufficient appropriate evidence 


7 Investigate evidence that either contradicts or corroborates management explanations, expectations 
and other hypotheses throughout an audit or non-audit engagement. 


Conclude on the sufficiency and appropriateness of evidence obtained during the audit engagement 
[v for an issuer or nonissuer. 


Conclude on the sufficiency and appropriateness of evidence obtained during a non-audit engagement 
based on the objectives and reporting requirements of the engagement. 


B. Sampling techniques 


[v Understand the purpose and application of sampling techniques in an audit or non-audit engagement. 


Use sampling techniques to extrapolate the characteristics of a population from a sample of items 


v 


C. Performing specific procedures to obtain evidence 


1. Analytical 


terr sitabili i lytical re rovi 
procedures eA Determine the suitability of substantive analytical procedures to provide evidence to support an 


identified assertion, 


Develop an expectation of recorded amounts or ratios when performing analytical procedures in 
[v an audit or non-audit engagement and determine whether the expectation is sufficiently precise to 
identify a misstatement in the entity's financial statements or disclosures. 


v Perform analytical procedures during engagement planning for an audit or non-audit engagement. 


Perform analytical procedures near the end of an audit engagement that assist the auditor when 
v forming an overall conclusion about whether the financial statements are consistent with the auditor's 
understanding of the entity. 


A Evaluate the reliability of data from which an expectation of recorded amounts or ratios is developed 
when performing analytical procedures in an audit or non-audit engagement. 


Evaluate the significance of the differences of recorded amounts from expected values when 
[v performing analytical procedures in an audit or non-audit engagement. 
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Area III - Performing Further Procedures and 
Obtaining Evidence (30-40%) (continued) 


R Remembering and 
Content group/topic Representative task 


Understanding 


C. Performing specific procedures to obtain evidence (continu 


2. External 


Prepare external confirmation requests to obtain relevant and reliable evidence in an audit 
confirmations [v 


engagement of an issuer or nonissuer, including considerations when using electronic 
confirmations. 


Py, Use external confirmations to obtain relevant and reliable evidence in an audit engagement 
of an issuer or nonissuer, including considerations when using electronic confirmations. 


Z Analyze external confirmation responses in the audit of an issuer or nonissuer to determine 
the need for follow-up or further investigation. 


3. Inquiry of 
management v 
and others 


Inquire of management and others to gather evidence and document the results in an 
audit or non-audit engagement. 


Analyze responses obtained during structured or informal interviews with management 

v and others, including those in non-financial roles, and ask relevant and effective follow-up 
questions to understand their perspectives and motivations in an audit or non-audit 
engagement. 


4, Observation and 


è? b Perform tests of operating effectiveness of internal controls, including the analysis 
inspection Y 


of exceptions to identify deficiencies in an audit of financial statements or an audit 
of internal control. 


Evaluate evidence through the use of observation and inspection procedures in an audit 
[v or non-audit engagement. 


5. Recalculation and Use recalculation and reperformance to obtain evidence in an audit or non-audit 


reperformance va engagement, 
6. All one Ze Identify other procedures in addition to those set out in professional standards, as 
Procedures necessary, to achieve the audit objectives in an audit of an issuer or a nonissuer. 
Pr, Perform other procedures in addition to those set out in professional standards, as 
necessary, to achieve the audit objectives in an audit of an issuer or nonissuer. 
Uniform CPA Examination Blueprints: Auditing and Attestation (AUD) AUD19 


Area Ill - Performing Further Procedures and 
Obtaining Evidence (30-40%) (continued) 


remembering and 


C. Performing specific procedures to obtain evidence (continued 


6. All other Modify planned procedures based upon new information, such as inconsistent 
procedures Vv explanations, new evidence and environmental cues, to achieve audit objectives in an 
(continued) audit of an issuer or a nonissuer. 


that require s nsideration 


Test whether prior-period closing balances have been correctly brought forward to the 
[v current period or restated in the audit of an issuer or nonissuer, including investigation 
of differences. 


1. Opening balances 


2. Investments [v Identify the considerations relating to the measurement and disclosure of the fair value 
in securities of investments in securities and derivative instruments in an audit of an issuer 
and derivative or nonissuer. 
instruments 


sj Test management's assumptions, conclusions and adjustments related to the valuation 
of investments in securities and derivative instruments in an audit of an issuer or 
nonissuer. 


3. Inventory and Analyze management's instructions and procedures for recording and controlling the 


inventory held v results of an entity's physical inventory counting in an audit of an issuer or nonissuer. 
by others 
Observe the performance of inventory counting procedures, inspect the inventory and 
Zv perform test counts to verify the ending inventory quantities in an audit of an issuer or 
nonissuer. 


4. Litigation, claims re. Perform appropriate audit procedures, such as inquiring of management and others, 
and assessments reviewing minutes and sending external confirmations, to detect the existence of 
litigation, claims and assessments in an audit of an issuer or nonissuer. 


Analyze management's estimate of the liability associated with litigation, claims and 
v assessments in an audit of an issuer or nonissuer. 
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Area Ill - Performing Further Procedures and 
Obtaining Evidence (30-40%) (continued) 


Remembering and 


Content group/topic Representative task 


Understanding 


D. Specific matters that require special consideration (contin 


5. An entity's ability Identify the factors that could cause substantial doubt about an entity’s ability to continue 
to continue as a v as a going concern for a reasonable period of time in an audit of an issuer or nonissuer. 
going concern 


of Perform procedures related to the assessment of management's evaluation and 
conclusion regarding an entity's ability to continue as a going concern in an audit of an 
issuer or nonissuer. 


6. Accounting 
estimates, VY 
including fair 
value estimates 


Perform procedures to analyze an entity’s calculations and detailed support for 
significant accounting estimates in an audit of an issuer or nonissuer, including 
consideration of information that contradicts assumptions made by management. 


ay Evaluate the reasonableness of significant accounting estimates in an audit of an issuer 
or nonissuer. 


E. Misstatements and internal control deficiencies 


v Prepare a summary of corrected and uncorrected misstatements. 


fh Determine the effect of uncorrected misstatements on an entity's financial statements 
in an audit or non-audit engagement. 


oS Determine the effect of identified misstatements on the assessment of internal control 
over financial reporting in an audit of an issuer or nonissuer. 


o. Evaluate the significance of internal control deficiencies on the risk of material 
misstatement of financial statements in an audit of an issuer or nonissuer. 
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Area Ill - Performing Further Procedures and 
Obtaining Evidence (30-40%) (continued) 


Remembering and 


Content group/topic Representative task 


Understanding 


F. Written representations 


Identify the written representations that should be obtained from management or those 
v charged with governance in an audit or non-audit engagement. 


Assist in the preparation of required written representations that should be obtained from 
v management or those charged with governance in an audit or non-audit engagement. 


G. Subsequent events subsequent! ered facts 
Perform procedures to identify subsequent events that could affect an entity's financial 
v statements or the auditor's report, including 1) events that occur between the date of the 
financial statements and the date of the auditor's report and 2) facts that become known 


to the auditor after the date of the auditor's report in an audit of an issuer or nonissuer. 


Perform procedures to identify subsequent events that could affect an entity's financial 

[v statements or the accountant's report, including 1) events that occur between the date 
of the financial statements and the date of the report and 2) facts that become known 
to the accountant after the date of the report in a non-audit engagement. 


Determine whether identified subsequent events are appropriately reflected in an entity's 
v financial statements and disclosures in an audit or non-audit engagement. 
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Area IV - Forming Conclusions and Reporting 
(15-25%) 


Remembering and 


ae ‘ Representative task 
derstanding 


A. Reports on auditing engagements 


1. Forming an audit 
opinion, including va 
modification of an 
auditor's opinion 


Identify the factors that an auditor should consider when forming an opinion on an entity's 
financial statements. 


Identify the type of opinion that an auditor should render on the audit of an issuer or 
{v nonissuer's financial statements, including unmodified (or unqualified), qualified, adverse 
or disclaimer of opinion. 


Identify the factors that an auditor should consider when it is necessary to modify the 

v audit opinion on an issuer or nonissuer's financial statements, including when the financial 
statements are materially misstated and when the auditor is unable to obtain sufficient 
appropriate audit evidence. 


2. poria engcon Identify the appropriate form and content of an auditor's report for an audit of 
of an audit report, [vY an issuer or nonissuer’s financial statements, including the appropriate use of 


including the use of -of- | 
Hider enon emphasis-of-matter and other-matter (i.e., explanatory) paragraphs, 


and other-matter 
(explanatory) ZF Prepare a draft auditor's report starting with a report example (e.g., an illustrative audit 


paragraphs report from professional standards) for an audit of an issuer or nonissuer. 
3. Audit of ; , Hr 
i aan Vv Identify the factors that an auditor should consider when forming an opinion on the 
PU ane effectiveness of internal control in an audit of internal control. 


integrated with an 


audit of financial 
statements $ Identify the appropriate form and content of a report on the audit of internal control, 


including report modifications and the use of separate or combined reports for the audit 
of an entity's financial statements and the audit of internal control. 


Prepare a draft report for an audit of internal control integrated with the audit of an 
+ entity's financial statements, starting with a report example (e.g., an illustrative report 
from professional standards). 
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Area IV - Forming Conclusions and Reporting 
(15-25%) (continued) 


Remembering and 


Content group/topic Und j a Representative task 
Jnderstanding 


B. Reports on attestation engagements 


1. General standards Identify the factors thet a practitioner should consider when issuing an examination or 


for attestation v review report for an attestation engagement. 
reports 
Prepare a draft examination or review report for an attestation engagement starting with 
v a report example (e.g., an illustrative report from professional standards). 
2: aaen pen z Identify the factors that a practitioner should consider when issuing an agreed-upon 
A ore za procedures report for an attestation engagement. 
reports 
Prepare a draft agreed-upon procedures report for an attestation engagement starting 
v with a report example (e.g., an illustrative report from professional standards). 
a? Reporting on Identify the factors that a service auditor should consider when reporting on the 
controls ata v 


‘ a examination of controls at a service organization 
service organization 


Prepare a draft report for an engagement to report on the examination of controls at 
v a service organization, starting with a report example (e.g., an illustrative report from 
professional standards). 


Uniform CPA Examination Blueprints: Auditing and Attestation (AUD) AUD24 


Intro-40 ©Roger CPA Review 


RogerCPAreview.com Introduction 


Area IV - Forming Conclusions and Reporting 
(15-25%) (continued) 


Remembering and 


Content group/topic Und d Representative task 
derstanding 


C. Accounting and review service engagements 


1. Preparation Identify the factors that an accountant should consider when performing a preparation 
engagements Y engagement. 


2, Compilation Identify the factors that an accountant should consider when reporting on an 


repons [v engagement to compile an entity's financial statements, including the proper form 
and content of the compilation report. 


Prepare a draft report for an engagement to compile an entity's financial statements, 
[v starting with a report example (e.g., an illustrative report from professional standards). 


ar Review:reports Identify the factors that an accountant should consider when reporting on an engagement 


v to review an entity's financial statements, including the proper form and content of the 
review report 


Vv Prepare a draft report for an engagement to review an entity's financial statements, 
starting with a report example (e.g., an illustrative report from professional standards). 
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Area IV - Forming Conclusions and Reporting 
(15-25%) (continued) 


F Remembering and 
Content group/topic Under ji Representative task 
derstanding 


D. Reporting on compliance 


Identify the factors that an auditor should consider when reporting on compliance with 
v aspects of contractual agreements or regulatory requirements in connection with an audit 
of an entity's financial statements. 


Identify the factors that a practitioner should consider when reporting on an attestation 

v engagement related to an entity's compliance with the requirements of specified laws, 
regulations, rules, contracts or grants, including reports on the effectiveness of internal 
controls over compliance with the requirements. 


Vv Prepare a draft compliance report for an attestation engagement to report on an entity's 
compliance with the requirements of specified laws, regulations, rules, contracts or grants 
starting with a report example (e.g. an illustrative report from professional standards). 


Prepare a draft compliance report when reporting on compliance with aspects of 

[v contractual agreements or regulatory requirements in connection with an audit of an 
entity's financial statements starting with a report example (e.g, an illustrative report from 
professional standards). 


E r reporting considerations 


Ay ee Meals 3 Identify the factors that would affect the comparability or consistency of financial 
statements ant [v statements, including a change in accounting principle, the correction of a material 


popsistency) r misstatement and a material change in classification. 
between periods 


2. Other information 
in documents with VY 
audited statements 


Understand the auditor's responsibilities related to other information included in 
documents with audited financial statements. 


3. Review of interim Identify the factors an auditor should consider when reporting on an engagement to 


financial v review interim financial information. 
information 
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Area IV - Forming Conclusions and Reporting 
(15-25%) (continued) 


x Remembering and 
Content group/topic mata Representative task 
Inderstanding 


E, Other reporting considerations 


4, Supplementary 
information 


5. Single statements 


6. Special-purpose 
and other country 
frameworks 


7. Letters for 
underwriters and 
filings with the SEC 


8. Alerts that restrict 
the use of written 
communication 


Identify the factors an auditor should consider when reporting on supplementary 
information included in or accompanying an entity's financial statements. 


Identify the factors an auditor should consider when reporting on the audit of a single 
financial statement. 


Identify the factors an auditor should consider when reporting on the audit of financial 
statements prepared in accordance with a financial reporting framework generally 
accepted in another country, when the financial statements are intended for use outside 
of the United States. 


Identify the factors an auditor should consider when reporting on the audit of financial 
statements prepared in accordance with a special-purpose framework, including cash 
basis, tax basis, regulatory basis, contractual basis or other basis. 


Identify the factors an auditor should consider when engaged to issue a comfort letter 
in connection with an entity's financial statements that are included in a securities 
offering, 


Identify the factors an auditor should consider in connection with audited financial 
statements of a nonissuer that are included in a registration statement. 


Identify the factors an auditor should consider when restricting the use of written 
communication by including an alert when the potential exists for the written 
communication to be misunderstood or taken out of context. 


9. Additional reporting 
requirements 
under Government 
Accountability 
Office Government 
Auditing Standards 


Identify requirements under Government Accountability Office Government Auditing 
Standards related to reporting on internal control over financial reporting and compliance 
with provisions of law, regulations, contracts and grant agreements that have a material 
effect on the financial statements 
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Audit Standards & Engagement Planning 


Lecture 1.01 - Types of Audits 


There are several types of audits that may be performed in relation to an entity. These include 
compliance audits, often performed by governmental or regulatory organizations to determine if the 
entity is complying with appropriate laws and regulations; operational audits, often performed by 
internal auditors; and financial statement audits, which may only be performed by CPAs. 


Compliance Audits 


Compliance audits are performed to determine if an entity is complying with applicable laws and 
regulations. They are often performed by governmental or regulatory organizations on entities that 
may be chosen on a random basis or may be selected due to some indication that there may be one 
or more incidents of noncompliance, such as a tax return with unusual deductions. 
e Are they following laws & regulations? 

o IRS audits 

o Governmental units to determine compliance with laws and regulations 

o CPA to determine compliance with provisions of a bond or note agreement 


Operational Audits 


Operational audits are generally performed by internal auditors to determine if management's 
policies are being followed appropriately and to evaluate the entity's performance as well as its 
compliance with internal controls. 
e =Effectiveness/Efficiency/Economy - done by Internal Auditors, Governmental auditors or 
CPAs. 
o Audit a department or division of a corporation to see if meeting organizational 
goals. 
o Review by governmental auditors to determine the effectiveness and benefit of 
specific gov. funded programs. 


Financial Statement Audits 


Financial statement audits are performed exclusively by CPAs, and are designed to determine if 
financial statements are fairly presented in accordance with the applicable financial reporting 
framework. Standards for the performance of financial statement audits are established by the 
Auditing Standards Board (ASB) of the AICPA for audits of nonpublic entities; by the PCAOB for 
audits of public entities; and by the IAASB for audits performed under international standards. 

e Examination for the purpose of giving an objective opinion as to the fairness of financial 
statement presentations, in all material respects, that are free from material misstatement, 
whether due to fraud or error, in conformity with an Applicable Financial Reporting Framework 
(AFRF), such as U.S. Generally Accepted Accounting Principles (GAAP). 


A financial reporting framework is a set of criteria used to determine measurement, recognition, 
presentation, and disclosure of all material items appearing in the financial statements. It 
determines the form and content of the financial statements. Two examples of applicable financial 
reporting frameworks include a general purpose framework or a special purpose framework. 
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A general purpose framework is designed to meet the common financial information objectives of a 
wide range of users. Accounting principles generally accepted in the United States of America 
(GAAP) is considered a general purpose framework. General purpose frameworks include: 
e GAAP, issued by the Financial Accounting Standards Board (FASB) 
e International Financial Reporting Standards (IFRS), issued by the International Accounting 
Standards Board (IASB) 
e Statements of Federal Financial Accounting Standards issued by the Federal Accounting 
Standards Advisory Board for U.S. federal governmental entities 
e Statements of Governmental Accounting Standards issued by the Governmental Accounting 
Standards Board (GASB) for U.S. state and local governmental entities 


A special purpose framework (OCBOA) is a framework other than GAAP that could include the cash 
basis (modified cash), tax basis, regulatory agency basis, contractual basis or an “other basis of 
accounting.” 


The auditor: 
e Possesses the appropriate qualifications to perform the audit. 
e Applies professional skepticism, an attitude that includes a questioning mind and a critical 
assessment of audit evidence. 
e Complies with relevant ethical requirements. 
e Exercises professional judgment throughout the engagement. 


To express an opinion on the financial statements, the auditor obtains reasonable assurance as to 
whether the financial statements are free from material misstatement. 
e Reasonable Assurance - a high level of assurance, although not equivalent to absolute 
assurance 
o The scope of the audit is limited to items that are considered material. 
o The auditor cannot look at evidence supporting all information in the financial 
statements. 


To obtain reasonable assurance, the auditor: 
e Plans the work 
e Properly supervises assistants 
e Determine and apply appropriate materiality levels 
e Identify and assess risks of material misstatement 
o May be due to error or fraud 
o Based on auditor's understanding of entity and environment 
e Obtain sufficient appropriate audit evidence 


d 


The Steps in an Audit 


Prepare for > Obtain Understanding > Assess Risks of Material > Perform Tests > Perform > Formulate > Issue 
The audit of Client, its Environment, Misstatement and Determine of Controls Substantive an Opinion Audit 
including Internal Control Nature, Timing & Extent Procedures Report 
of Further Procedures 
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Lecture 1.03 - Generally Accepted Auditing Standards 
(10 GAAS) 


Prior to the issuance of the clarity standards, auditors were required to apply 10 generally accepted 
audited standards. Under the clarity standards, the 10 GAAS were integrated into the objectives, 
mentioned above. The PCAOB, which has based its auditing standards on GAAS, has not adopted 
the clarity standards and, thus, the 10 GAAS still apply to PCAOB (Issuer) audits. In addition, the 
general concepts still relate to all audits, therefore, they are still important to understand in 
preparing for the CPA Exam. 


The 10 standards are considered overall measures of the quality of the auditor's 
performance. The specific procedures needed to fulfill these standards will vary for each 
engagement, but the standards themselves are always the same. The GAAS standards are sorted 
into three categories: 
e General standards - These apply to all aspects of the engagement from acceptance to 
completion. 
e Fieldwork standards - These apply only to the portion of the engagement devoted to 
gathering evidence. 
e Reporting standards - These apply only to the manner in which the audit report is to be 
written. 


10 GAAS (Measure of Quality of Auditor's performance, versus Audit procedures which are Acts to be 
performed by the auditor.) (TIPPICANOE) 


3 General Standards 


Qualification of auditor and quality of work. 


1. Training & Proficiency 
e “The audit must be performed by a person or persons having adequate technical training 
and proficiency as an auditor.” 
Proper Education in accounting 
Knowledge of industry & business 
Practical experience 
Continuing Professional Education (CPE) 


Or Or -O!: ©. 


2. Independence 
e “In all matters relating to the assignment, an independence in mental attitude must be 


maintained by the auditor or auditors.” 
o Ability to act with integrity and objectivity. Independence means you, your spouse, 
dependent kids, or dependent relatives. 


3. Due Professional Care 
e “Due professional care must be exercised in the performance of the audit and the 
preparation of the report.” 

o Critical review of judgement used at every level. 

o Skill and care of a prudent CPA. 
= Preparation of complete workpapers. 
= Operating without negligence/Due diligence. 
= Professional Skepticism - Maintaining an objective attitude during the 

audit. 
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= Acting with Competency and Diligence. 
3 Standards of Fieldwork 
How audit is planned and how audit evidence is accumulated and evaluated. 


1. Planning and Supervision 
e “The auditor must adequately plan the work and must properly supervise any assistants.” 


2. Internal Controls - Rely T 
e “The auditor must obtain a sufficient understanding of the entity and the environment, 
including its internal control, to assess the risk of material misstatement (RMM) of the 
financial statements whether due to error or fraud, and to design the nature, timing, and 


extent of further audit procedures.” 
Inverse 
= Relationship 


3. Corroborative Audit Evidence - Substantive Testing | 
e “The auditor must obtain Sufficient Appropriate (Corroborative) audit Evidence by 
performing audit procedures to afford a reasonable basis for an opinion regarding the 
financial statements under audit.” 


4 Standards of Reporting 


Preparation and content of the audit report 
e GAAS audit to check for GAAP. 


1. Accounting Principles in Conformity with U.S. GAAP 
e “The report must state whether the financial statements are presented in conformity with 
U.S. Generally Accepted Accounting Principles (GAAP).” 
o Explicitly stated in report. 


2. No new Accounting Principles applied - Consistency 
e “The report must indentify those circumstances in which such principles have not been 
consistently observed in the current period in relation to the preceding period.” 
o Implicit 


3. Omitted Informative Disclosures - None 
e “Informative disclosures in the financial statements are to be regarded as reasonably 
adequate unless otherwise stated in the report.” 
o Implicit 


4. Expression of an Opinion 

e “The report must contain either an expression of opinion regarding the financial statements, 
taken as a whole, or an assertion to the effect that an opinion cannot be expressed. When 
an overall opinion cannot be expressed, the reasons therefore should be stated. In all cases 
where an auditors name is associated with financial statements, the report should contain a 
clear-cut indication of the character of the auditor's work, if any, and the degree of 
responsibility the auditor is taking.” 

o Explicit 
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In summary, the 10 Generally Accepted Auditing Standards include (TIPPICANOE): 
General Standards 


Training and Proficiency 

Independence 

Professional Care 
Standards of Fieldwork 

Planning and supervision 

Internal Controls 

Corroborative Appropriate Audit Evidence 
Reporting Standards 

Accounting Principles in Accordance with GAAP 

No New Principles - Consistency 

Omitted Disclosures - None 

Express an Opinion 
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Lecture 1.06 - Steps in the Audit Process 


Qualification of the auditor & quality of work 
Competency & Capabilities 

Ethical Requirements - Independence & Due Prof care 
Skepticism & Professional Judgment 


Integrity of Management? 

Predecessor Auditor - Successor initiates conversation 
Audit Committee - Communication with 

Engagement Letter 


Accepting the Engagement 


The first step in planning an engagement is to decide whether to accept the engagement, which will 
depend on whether the preconditions for an audit have been met. There are two key 
considerations in making this decision: 
e Determining the acceptability of the applicable financial reporting framework being applied. 
e Obtaining management's agreement that it understands and accepts certain responsibilities: 

o Preparation and fair presentation of the financial statements in accordance with the 

applicable financial reporting framework; 
= Including all appropriate informative disclosures related to a special purpose 
framework when used to prepare the financial statements; 

o Design, implementation, and maintenance (DIM) of internal control relevant to 
reliable financial reporting that is free from material misstatement, whether due to 
fraud or error; and 

o Providing the auditor with access to all relevant information of which management is 
aware; additional information requested by the auditor; and unrestricted access to 
entity personnel (no client-imposed scope limit). 


A scope limitation imposed by the client prior to acceptance of the engagement that would require 
the auditor to issue a disclaimer of opinion would generally preclude the auditor from accepting the 
engagement. The auditor may, but is not required to, accept the engagement in such circumstances 
if the entity is required to have an audit by law or regulation. The auditor would not be precluded 
from accepting an engagement because of a scope limitation: 

e Imposed by management that will likely result in a qualified opinion; or 

e Imposed by circumstances beyond management's control. 


The auditor will also want to make certain that the financial statements are auditable. If the 
accounting records are inadequate, the auditor may not have the ability to gather sufficient 
appropriate audit evidence, and will have to refuse the engagement. 


In addition, an auditor will not wish to associate with an entity that has management that lacks 
integrity. Management has influence over every part of the day-to-day operations of the business 
and the financial records, and the financial statements are, ultimately, the representation of the 
management. If the auditor cannot trust the key officers of the business, all evidence related to the 
financial statements will be subject to serious doubt. Furthermore, one of the required steps 
toward the end of an audit is to obtain a client representation letter from management on certain 
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key items. If the auditor does not trust management, it will be impossible to place reliance on the 
representations, so the auditor will have to refuse the engagement. 


First Year Audits (AU-C 510) (Predecessor Auditor) (Reaudit) 


When an auditor accepts an engagement for an initial audit, AU-C Section 510, Opening Balances - 
Initial Audit Engagements, Including Reaudit Engagements, requires the auditor to pay special 
attention to beginning balances. An initial audit is the first audit a CPA performs for a client and may 
involve a variety of circumstances. The auditor may be engaged to audit: 
e The financial statements of an entity that has not had its financial statements audited 
before; 
e The financial statements of an entity that’s prior year financial statements were audited by a 
different auditor, referred to as a predecessor, making the new auditor the successor; or 
e The financial statements of an entity that had previously been audited by another auditor, 
referred to as a reaudit. 


Beginning balances are significant for a variety of reasons. 

e Beginning balance sheet amounts affect items reported on the current period’s income 
statement, statement of cash flows, and statement of changes in stockholders’ equity. A 
misstatement in beginning inventory, for example, will result in a misstatement in the 
current period’s cost of goods sold. 

e The auditor is required to determine if accounting principles have been applied on a basis 
that is consistent with the prior period. The auditor is therefore required to ascertain that 
the methods applied in the previous period are the same as those being applied in the 
current period or that changes have been appropriately accounted for and disclosed. 

e Opening balances for certain items, such as contingencies and commitments may have 
ongoing implications that affect the current period's disclosures. 


When an auditor accepts an engagement for an initial audit, the auditor will be required to obtain 
sufficient appropriate audit evidence regarding opening balances. 
e The auditor will read the entity's most recent financial statements and the predecessor's 
report, if any, for information regarding: 

o Opening balances (account balances that existed at the beginning of the year) and 
disclosures (contingencies and commitments) 

o Consistency in the application of the applicable financial reporting framework 

e If the prior statements were audited, the auditor should request that management authorize 
the predecessor to: 

o Allow the successor to review the predecessor's documentation (i.e., read most 
recent financial statements and the predecessor's report; if modified opinion, 
evaluate effect on current period financial statements) 

o Respond fully to inquiries by the successor 


Once the client has authorized communication, the successor will generally make inquiries of the 
predecessor auditor about several key issues: 
e Reasons for change - The successor needs to know why the predecessor understands that 
they are no longer the continuing auditor of the client. 
e Integrity of management - The predecessor should inform the successor whether they 
believe management can be trusted. 
e Disagreements during audit - If any conflicts arose regarding the application of accounting 
principles or the performance of auditing procedures during the time the predecessor was 
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the auditor of the client, the predecessor should provide necessary details for the successor 
to understand the nature of the disagreements and how they were resolved. 

e Communication with Management or those charged with Governance, such as the 
audit committee, regarding fraud and noncompliance with applicable laws and regulations, 
including illegal acts, and significant deficiencies and material weaknesses in internal control. 


The mnemonic RID-C can be used to memorize the four issues to be addressed. Any one of these 
may cause the successor to get rid of the prospective new client and C (see) you later!! 


If financial statements audited by a predecessor auditor are found to require substantial revision, it 
is the responsibility of the successor auditor to request that the client arrange a meeting among the 
three parties to discuss and attempt to resolve the matter. 


The predecessor should cooperate as much as possible with the successor. If there is a legitimate 
reason, such as advice from the predecessor's attorney that causes the predecessor to limit their 
response or give no response to the successor, the successor should inform the client that the 
response has been limited. This may affect the decision as to whether to accept the engagement. 


In addition to communication with the predecessor, the successor auditor is required to obtain 
sufficient appropriate audit evidence regarding opening balances. The auditor will: 
e Determine if prior period closing balances have appropriately been brought forward to the 
current period; 
e Evaluate the appropriateness of the accounting policies that were applied to the opening 
balances; 
e Consider procedures performed during the current period to determine if they provide 
evidence regarding opening balances; and either: 
o Review the predecessor's documentation regarding opening balances, or 
o Perform specific audit procedures to obtain evidence about opening balances. 


If the predecessor's report on the previous period's financial statements included a modified 
opinion, the successor should evaluate the effect on the current period's financial statements. 
During the course of the engagement, the successor may become aware of misstatements 
contained in opening balances that could materially affect the current period's financial statements. 
If the auditor concludes that the misstatements also affect the current period's financial statements, 
the auditor should communicate the misstatements to management and those charged with 
governance. In addition, if the auditor determines that, because of the misstatements, the previous 
period’s audited financial statements may require restatement, the auditor should request that 
management allow communication between the successor and predecessor regarding the matter. 

e The successor should provide the predecessor with whatever information the successor 
deems appropriate to assist the predecessor in resolving the matter. 

e ifthe client refuses permission or if the circumstances are otherwise not resolved to the 
satisfaction of the successor, the successor should consider the implications in relation to 
the current period's audit, including whether the auditor should withdraw from the 
engagement. 


Evidence regarding opening balances may affect the auditor's report on the current period's 
financial statements. If, for example, the auditor is unable to obtain sufficient appropriate audit 
evidence regarding opening balances, or if the auditor determines that the opening balances 
contain a material misstatement that is not appropriately accounted for or disclosed, the auditor will 
modify the report, expressing a qualified opinion or issuing a disclaimer. The auditor will also issue 
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a qualified or adverse opinion if accounting policies have not been consistently applied or if changes 
in accounting principles have not been appropriately accounted for and adequately disclosed. 


Recurring Audits 


When the auditor is engaged for recurring audits, the auditor may determine that the terms of the 
preceding engagement may or may not need revision. If the terms do not need revision, the auditor 
should remind the client of the terms of the engagement, which may be done in writing or orally, 
but should be documented. Indications that the terms of the preceding engagement may need to 
be revised include: 

e Indications that management does not understand the objective and scope of the 

engagement; 

e Revised or special terms; 

e Changes to senior management or a significant change in ownership; 

e Asignificant change in the entity's size or the nature of its business; 

e Changes to legal or regulatory requirements; 

e Achange in the applicable financial reporting framework; or 

e Achange in other reporting requirements. 


Management and Those Charged with Governance (AU-C 260) 


During the conduct of an audit, there are several items that the auditor is required to communicate 
regarding the entity. In such cases, the auditor will communicate with those charged with 
governance, which may include management. 

e Members of management may serve as executive members of the board of directors. 

e In owner-managed entities, management and governance are the same. 


Those charged with governance may also include: 
e Members of the entity's legal structure, such as company directors. 
e Parties external to the entity, such as certain government agencies. 
e A collective group of people, such as a Board of Directors. 


Management includes those with executive responsibility for the conduct of the entity's 
organization. Those charged with governance are responsible for overseeing the strategic direction 
of the entity and the obligations related to accountability. 
e In some cases, all of those charged with governance are also involved in managing the 
entity. 
e When that is not the case, there are additional items that are communicated to those 
charged with governance. 


Board of 
Directors ‘ an Stockholders 


(General ops) 


Management - Runs 
Company for stakeholders 


(Investors, customers, 
employees) 
(Day-to-day ops) 


Committee 
(Independent) 
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For entities with formal structures, the outside auditor meets with the audit committee of the 
board of directors, which is a sub-committee made up of board members who are not officers or 
employees of the company (They must be independent). The committee members will have no 
special interest in supporting the financial representations of management, and this provides them 
with the objectivity necessary to: 

e Serve as members of the board of directors that are disinterested in the day-to-day 

operations (must be Independent). 

e Hire and fire the outside auditors. 

e Receive their reports and communications. 

e Oversee the internal audit function of the company. 


Nonissuers, entities that are not subject to the provisions of Sarbanes-Oxley, may not have an audit 
committee. When that is the case, the individuals who oversee the accounting and financial 
reporting processes for the entity as well as the audit are considered to be the audit committee. In 
some cases, this may be only one person. 


The prospective auditor negotiates with the audit committee to enter the audit engagement and 
establish an understanding, which is required to be documented in the form of a written 
engagement letter or a comparable document, and may be sent to the audit committee for the 
client's signature. 


Communication with those charged with governance is intended to promote a mutual sharing of 
relevant information. The objectives of establishing such communication are to provide those 
charged with governance with information about the auditor's responsibilities regarding the audit, 
including an overview of the planned scope and timing, and to obtain from those charged with 
governance information relevant to the audit. The auditor will also provide those charged with 
governance with the auditor's observations arising from the audit that may be relevant to their role 
in the oversight of the financial reporting process. 


Certain matters should be communicated to those charged with governance. These 
communications may be oral or in writing, and may be communicated during the audit or after the 
audit report is issued. Matters communicated orally should be documented by the auditor. Among 
the matters the auditor should communicate are: 

e Disagreements with management about accounting policies or audit procedures, 
including why the auditor believes the appropriate financial reporting framework (AFRF) 
being applied in the preparation of the financial statements is not the most appropriate 
under the circumstances. 

e Noncompliance with laws and regulations, including /Ilegal acts and significant errors 
discovered during the audit and fraud involving senior management. 

e Significant accounting policies adopted or changed by management. 

e Adjustments proposed by the auditor with a significant impact on the financial statements, 
including adjusting journal entries (AJEs) and reclassifying journal entries (RJEs), indicating: 

o Uncorrected misstatements and their potential effect, individually and in the 
aggregate, on the auditor's opinion, requesting that they be corrected; and 
o The effects of uncorrected misstatements from prior periods. 

e Prior discussions with management before acceptance of the engagement. 

e Problems or significant difficulties arising during the audit, if any, in obtaining evidence 
and employee cooperation. 

e Responsibilities of the auditor under GAAS to form and express an opinion on whether the 
financial statements are prepared, in all material respects, in accordance with the applicable 
financial reporting framework, acknowledging: 
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o The financial statements have been prepared by management under the oversight of 
those charged with governance; and 

o Neither management nor those charged with governance are relieved of their 
responsibilities as a result of the audit. 

e Other information discussed or dealt with by management when those charged with 
governance are not all involved in management, including: 

o Corrected misstatements brought to management's attention because of audit 
procedures; 

o Items discussed with, or communicated to, management regarding significant 
findings or issues; 

o Auditor views on accounting or auditing matters about which management 
consulted with other accountants; and 

o Written representations requested by the auditor. 

e Views of the accountant regarding the qualitative aspects of the entity's significant 
accounting policies, estimates, and disclosures, including why the auditor might consider 
accounting practices that are considered acceptable not to be the most appropriate. 

e Estimates in the accounting records and the process used to obtain them, including fair 
value estimates, and the basis for the auditor's conclusion about their reasonableness. 


The mnemonic DISAPPROVE reminds us that audit committees would disapprove of an auditor who 
failed to inform them about these matters. 


The auditor will also communicate other findings or issues that, in the auditor's professional 
judgment, are significant and relevant to those charged with governance in discharging their 
responsibilities related to the oversight of the financial reporting process. 


Those charged with governance should be informed by the auditor as to the form, timing, and 
expected general content of communications, which may be oral or in writing unless the auditor 
does not believe that oral communication would be adequate. Any written report, however, should 
clearly indicate that it is intended solely for the information and use of those charged with 
government. 

e It may also be for the information and use of management, if appropriate; and 

e There should be an indication that the report is not intended for the use of anyone other 

than the parties specified. 


There is no need to repeat matters about which “those charged with governance” were notified 
about in previous audits, and management need not be informed of the above matters, especially 
since some of the issues may involve questions of management integrity or violations of the 

law. Also, the auditor should not discuss the detailed audit plan or specific audit procedures with 
the audit committee or management, since it might reduce the effectiveness of the audit. 


Independence and Financial Expertise 
Under Sarbanes-Oxley (SOX), the audit committee of an issuer is required to be made up of 
independent directors, and at least one member of the audit committee is required to be a financial 
expert. If there is not a financial expert on the audit committee, the reasons must be disclosed. A 
financial expert has: 
e Anunderstanding of GAAP and financial statements 
e Experience preparing or auditing comparable financial statements and experience in 
applying financial statement or audit knowledge to the accounting for estimates, accruals, 
and reserves 
e Experience with internal accounting controls 
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e Anunderstanding of the functions of the audit committee 
o Need not bea CPA 


PCAOB (Public Company) Requirements for Communication with Those Charged With 
Governance 


The PCAOB established requirements for matters to be communicated to those charged with 
governance when performing an audit of the financial statements of an entity that is subject to 
Sarbanes-Oxley. The auditor should discuss with the audit committee any significant issues 
discussed with management regarding appointment or retention of the auditor. 


In addition, the auditor should establish an understanding of the terms of the engagement with the 
audit committee, which should be documented in an engagement letter and executed by the 
appropriate party on behalf of the entity. The understanding will include the objectives of the 
engagement, the responsibilities of the auditor, and the responsibilities of management. 


In regard to the engagement itself, the auditor should inquire as to whether the audit committee is 
aware of relevant matters, which may include violations or possible violations of applicable laws or 
regulations. The auditor will also communicate an overview of the overall audit strategy and timing, 
as well as significant risks identified during the performance of risk assessment procedures 
performed in obtaining an understanding of the entity and its environment. 


Communication regarding the overall strategy will include: 

e Specialized skill or knowledge needed to perform risk assessments, plan or perform the 
engagement, or evaluate results. 

e The extent to which internal auditors will be used in the engagement and to which internal 
auditors and other personnel will be used under the supervision of the audit committee in 
the audit of internal control over financial reporting. 

e Information about other accounting firms expected to perform audit procedures. 

e The basis for concluding that the auditor can serve as principal auditor when parts of the 
audit are performed by other auditors. 


The auditor will also communicate the results of the audit. Matters to be communicated will include 
the following, as well as the auditor's evaluation of each: 
e Significant accounting policies and practices 
e Critical accounting policies and practices - those most significant to the entity's financial 
position and results, and requiring management's most difficult, subjective, or complex 
judgments 
e Critical accounting estimates 
e Significant unusual transactions 


In addition to the auditor's evaluation of each of the items above, the communication will also 
include the auditor's evaluation of: 
e The financial statement presentation and related disclosures 
e New accounting pronouncements with a potential future effect on the entity's financial 
statements 
e Alternative accounting treatments discussed with management 


Other matters to be communicated include: 
e The auditor's responsibilities for other information in documents containing the audited 
financial statements 
e Difficult or contentious matters for which the auditor sought outside consultation 
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e Going concern issues 

e Uncorrected and corrected mistakes 

e Material written communications provided to management 
e Modifications to the audit report 

e Disagreements with management 

e Difficulties in performing the audit 


Unlike the communication under GAAS, the auditor is required to submit the communication to 
those charged with governance prior to issuance of the auditor's report. 
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Lecture 1.09 - Planning Procedures 


Audit planning involves developing an overall strategy for the expected conduct and scope of the 
audit. The engagement partner and other key members of the engagement team should be 
involved in the planning of the audit. The engagement team plans the audit to be responsive to the 
assessment of the risk of material misstatement based on the auditor’s understanding of the entity 
and its environment, including its internal control. The nature, extent and timing of planning will 
vary with: 

e The size and complexity of the entity 

e The auditor's experience with the entity 

e Knowledge of the entity's business and industry 

e Knowledge of the entity and its environment, including internal control 


Early appointment of the auditor is preferred and advantageous as it allows the auditor to plan the audit 
prior to the balance-sheet date; however, an auditor may be appointed at or near year-end as well. 


At the beginning of the audit engagement, the auditor will perform preliminary engagement 
activities, including: 
e Procedures regarding acceptance and continuance of the client relationship and the 
engagement; 
e Evaluation of compliance with relevant ethical requirements; and 
e Establishing an understanding with the client, documented in the form of an engagement 
letter. 


The auditor's planning activities, applied in developing the overall strategy, include: 
e Identifying characteristics of the engagement that affect the scope of the audit; 
e Determining the reporting objectives to plan the nature and timing of communications; 
e Considering other factors that the auditor deems significant to the direction of the audit; 
e Considering the preliminary activities and relevant knowledge gained from other 
engagements; and 
e Ascertaining the nature, timing, and extent of resources needed to perform the engagement. 


The development of a detailed audit plan, including audit programs, is required in order to achieve 
the objectives of the audit. The program ensures that the auditor applies the necessary procedures 
to verify the financial statement assertions for account balances, classes of transactions, and 
presentation and disclosure, and to provide support for the auditor's opinion. The plan will include 
a description of: 

e The nature and extent of the risk assessment procedures that are planned to be performed 
in obtaining an understanding of the entity and its environment and assessing the risks of 
material misstatement; 

e The nature, timing, and extent of further audit procedures determined to be required at the 
assertion level in response to assessed risks and to the evaluation of audit evidence 
obtained; and 

e Other procedures that are planned to be carried out in order for the engagement to be in 
compliance with GAAS. 


Audit programs are often designed using information from prior engagements or templates, 
including checklist systems developed by commercial providers, or some combination of the two. 
Regardless of whether audit programs are developed from prior period programs or from 
templates, the process requires the consideration of various factors. For example, when developing 
audit programs from those of the prior period: 
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e The auditor will consider which procedures are required by GAAS to be performed on every 
engagement. 

e The auditor will identify areas that represent more or less risk than in the prior period based 
on information gathered about the client and its industry during the period. 

e The auditor will make certain that the programs are dissimilar enough to avoid the approach 
being predictable, allowing the client to negate the effectiveness of some aspects of the audit. 


When audit programs are developed using templates, the process generally involves the elimination 
of procedures from the template. Templates and checklists tend to be thorough, taking into account 
as many circumstances that may affect the audit that the template developer can identify. As a 
result, the auditor's challenge will be to determine which procedures can be eliminated because 
they are redundant or unnecessary, improving the efficiency of the engagement, without adversely 
affecting its effectiveness. 


The audit program prepared during early planning should include a list of substantive tests that are 
planned to be performed later in the engagement; therefore, it is necessary for the auditor to 
estimate the level at which they'll be assessing RMM. 
e This preliminary assessment of RMM is usually based on prior experience with the client or 
the audits of predecessors. 
e The final assessment of RMM won't take place until the auditor gains an understanding of 
the client and its environment, including its internal control structure. 
e If this is different from the preliminary assessment, the audit program will have to be 
modified to increase or decrease the amount of substantive testing to be performed. 


As the auditor performs risk assessment procedures, used in obtaining an understanding of the 
entity and its environment, including its internal controls, the auditor may decide to place a higher 
or lower reliance on internal controls. 

e A higher reliance will involve performing tests of controls and, if controls prove to be 
effective, a reduction in the nature, timing, and extent of further audit procedures to be 
performed (Rely Î Sub J). 

e A lower reliance will mean that the auditor will not perform tests of controls and will enhance 
the nature, timing, and extent of further audit procedures to be performed 
(Rely Sub Î). 


The auditor will also prepare a time budget for the engagement. This is accomplished by estimating 
the amount of time each step in the audit program is expected to require, including time for review 
and for the engagement team to respond to review comments. The time budget is one means the 
auditor has of communicating to staff the areas that are perceived to represent the highest risk as 
these are areas that will generally have the most extensive procedures and will be allocated the 
most time. 


Other factors that will be considered will be the extent to which the auditor will require direct 
assistance from the client. This will include procedures that the auditor intends to request client 
personnel to perform or assist in the performance of. It will generally also include a preliminary list 
of documents that the auditor will be requesting from the client. 


Audit Program/Audit Plan 


An audit program is a step-by-step list of audit procedures, which is required for every GAAS audit. It 
is designed so that: 
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e The procedures will achieve specific audit objectives, which relate to management's 
assertions. 
e |t Supports the auditor's conclusion. 
e It describes the nature, timing, and extent of: 
o Risk assessment procedures sufficient to assess the risks of material misstatement 
(RMM). 
o Further audit procedures at the relevant assertion level for each material class of 
transactions, account balance, and disclosure. 
o Other procedures to be performed to comply with GAAS. 


There are several key considerations in the development of the audit program: 
e Materiality 
e Risk of Material Misstatement (RMM) 
e Business and Industry considerations 


Materiality 

When the auditor expresses an opinion regarding the fair presentation of the financial statements in 
accordance with the applicable financial reporting framework, it is based on whether the financial 
statements contain a material misstatement that will influence users, or the financial statements 
are materially misstated as a whole. To express such an opinion, the auditor is required to have an 
understanding of what is, or is not, material and to establish quantitative measures of what would 
be considered material in various circumstances. 


AU-C 320, Materiality in Planning and Performing an Audit, indicates that the concept of materiality 
is often incorporated in the principles underlying a financial reporting framework in the context of 
the preparation and fair presentation of the financial statements. The discussion of materiality 
generally indicates: 

e Misstatements and omissions are considered material if they are expected to, individually or 
in the aggregate, influence the decisions a user will make based on the financial 
statements. 

e Surrounding circumstances are considered, including the size and nature of misstatements, 
in making judgments about materiality. 

e judgments about materiality consider users of financial statements as a group rather than 
the effects of misstatements on individual users. 


The auditor's measurement of materiality is a matter of professional judgment, taking into account 
the anticipated needs of financial statement users. It is applied in the planning of the engagement 
as well as its performance. The auditor will apply the concept of materiality in: 
e Deciding upon the risk assessment procedures to be performed in obtaining an 
understanding of the entity, its environment, and its internal control; 
e Assessing the risks of material misstatement; 
e Determining the nature, timing, and extent of further audit procedures; and 
e Evaluating identified misstatements in the performance of the engagement and the effects 
of uncorrected misstatements on the financial statements. 


In planning the engagement, the auditor determines materiality in relation to the financial 
statements, which will be used to determine if the financial statements, taken as a whole, are 
materially misstated. In addition, separate lower materiality levels may be established for specific 
classes of transactions, account balances, or disclosures. This would be the case when a 
misstatement to one of those items that is lower than the materiality level designated for the 
financial statements, taken as a whole, would influence users of the financial statements. 
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Materiality is often measured by applying a percentage to some benchmark. Common benchmarks 
include categories of income, including profit before tax, total revenue, gross profit, or total 
expenses; total equity; or assets. The selection of an appropriate benchmark will be influenced by a 
variety of factors, such as: 

e The make-up of the elements of the financial statements; 

e Items on the financial statements that are expected to be of particular interest to the users; 

e The nature of the entity, including its level of maturity, its industry, and the economic 

environment in which it operates; 

e The entity's ownership and organizational structure; 

e How the entity is financed; and 

e The volatility of the benchmark. 


The percentage to be applied to the benchmark is a matter of professional judgement and will take 
into account the nature of the benchmark. A higher percentage, for example, would be applied to a 
benchmark based on earnings, such as profit before taxes or gross profit, than would be applied to 
an item like total revenues. 


The auditor must make a preliminary determination of the materiality level, meaning the dollar 
amount by which financial information can be misstated without the financial statements being 
considered materially misstated, which would preclude the issuance of an unmodified opinion. 


When the materiality level is different for the various financial statements, the smallest aggregate 
dollar amount will be selected. For example, if the materiality level is identified as $10 million on the 
balance sheet and $3 million on the income statement, the auditor will consider items in the audit to 
be material if they individually or collectively could result in a misstatement of $3 million or more. 

e The auditor plans the audit to obtain Reasonable Assurance of detecting misstatements that 
could be large enough, individually or in the aggregate, to be material to the financial 
statements. 

o Materiality is based on Auditor's judgment. 
o Materiality judgments involve both Quantitative and Qualitative considerations. 
o For planning purposes, materiality is measured using the smallest aggregate level. 
o There is an inverse relationship between audit risk and the materiality consideration. 
= Assessment of risk as low indicates that an item is less likely to influence 
users of the financial statements and, thus, a larger misstatement to such an 
item will have less effect than a smaller misstatement on a more sensitive 
item. Therefore, when risk is low, materiality can be set at a higher level. 
= Assessment of risk as high indicates that an item is more likely to influence 
users of the financial statements and, thus, a small misstatement to such an 
item will have a greater impact on users than a larger misstatement on a less 
sensitive item. Therefore, when risk is high, materiality would be set at a low 
level, such that a small misstatement would potentially be considered 
material. 


The auditor also determines performance materiality, which takes into account that a misstatement 
that is not material when considered in relation to the financial statements taken as a whole may 
reach that level of materiality when combined with other identified misstatements. As a result, 
performance materiality (also referred to as the tolerable misstatement) is lower than materiality at 
the financial statement level. It is estimated at an amount such that it is probable that the aggregate 
of uncorrected and undetected misstatements will not reach the level of financial statement 
materiality, causing the financial statements to be materially misstated as a whole. 
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During the engagement, the auditor may become aware of issues that will change the measurement 
of materiality. If, for example, materiality was measured as a percentage of sales and, as a result of 
audit procedures applied, the auditor determines that sales were overstated, the auditor will 
propose an adjustment to materiality accordingly. 
e The decrease in the benchmark will result in a decrease in the measurement of what is 
material. 
e This may also result in a decrease to the materiality level assigned to one or more specific 
classes of transactions, account balances, or disclosures. 
e Previously identified misstatements that were not considered material may have to be 
reevaluated in relation to the reduced measurement. 


If materiality was to be measured at 5% of sales, for example, and the client's trial balance indicated 
sales of $5,000,000, a misstatement under $250,000 would not be considered material. A proposed 
adjustment reducing sales to $4,500,000 as a result of the overstatement detected by the audit 
procedure would reduce the measurement of materiality to $225,000. As a result, a misstatement 
between $225,000 and $250,000, which would previously have been considered immaterial, would 
now be considered material. 


As a result, whenever the auditor proposes an adjustment that would reduce the balance used as 
the basis for materiality, misstatements that were originally considered immaterial should be re- 
evaluated to make certain they are still immaterial considering the reduced measurement. 


The auditor is required to document: 
e Materiality for the financial statements taken as a whole; 
e Materiality for specific classes of transactions, account balances, or disclosures, if 
appropriate; 
e Performance materiality; and 
e Revisions to any of the materiality measurements occurring during the engagement. 


Auditors of issuers are required to perform their engagements in accordance with auditing standards 
issued by the PCAOB, which include requirements as to how materiality affects the audits of issuers. 


Similar to GAAS, the auditor is required to establish materiality levels for the financial statements as 
a whole and for particular accounts or disclosures, as well as determining the tolerable 
misstatement. In addition, similar to GAAS, the auditor is required to reevaluate materiality levels as 
the audit progresses. 


Risk of Material Misstatement - RMM (Control risk & Inherent risk) - The auditor must also 
make a preliminary assessment of the RMM (the likelihood that the financial statements are 
materially misstated, which consists of both control risk and inherent risk). 
e Inherent risk (IR) is the risk of a material misstatement due to the nature of an element of 
the financial statements. 
e Control risk (CR) is the risk that a material misstatement will not be prevented or detected 
and corrected on a timely basis due to a lack of effective internal controls. 


RMM is considered at the financial statement level as well as at the account balance, class of 
transaction, and disclosure levels. It is assessed in order to determine the acceptable level of 
detection risk (DR), which is the risk that a material misstatement will not be detected by the auditor. 
e Detection risk is used to determine the amount and types of substantive testing performed 
by the auditor with the goal of reducing detection risk to an acceptable level. The higher the 
RMM, the lower the auditor will wish to reduce detection risk. 
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The audit program prepared during early planning should include a list of substantive tests that are 
planned to be performed later in the engagement. Therefore, it is necessary for the auditor to 
estimate the level at which they'll be assessing RMM. 

e This preliminary assessment of RMM is usually based on prior experience with the client or 
the audits of predecessors. 

e The final assessment of RMM won't take place until the auditor gains an understanding of 
the client and its environment, including its internal control structure. If this is different from 
the preliminary assessment, the audit program will have to be modified to increase or 
decrease the amount of substantive testing to be performed. 


Business and industry - Different businesses have different types of transactions, regulatory 
environments, accounting policies, and systems of accounting and record keeping, each of which will 
affect the audit program. Specialized audit manuals developed by the AICPA can provide guidance 
in developing audit programs meeting the unique requirements of certain industries. In addition, 
AICPA Accounting Trends and Techniques, an annual publication summarizing disclosures of 600 
industrial and merchandising corporations, is a useful source of information when evaluating 
disclosures. 


Planning Considerations 


In planning the audit, the auditor should consider: 

e The entity's accounting policies and procedures; 

e Materiality levels; 

e Audit risk and, specifically, the planned assessed level of Risk of Material Misstatements 
(RMM); 

e Matters relating to the entity's business and the industry in which it operates to understand 
the events and transactions that may have an effect on the client's financial statements; 

e The methods used to process accounting information, which influences the design of 
internal control; 

e Financial statement items likely to require adjustment; 

e Conditions that may require extension or modification of audit tests; and 

e The nature of reports expected to be issued. 


The steps in Planning an audit include (Planning Procedures): 

1. Basic discussions with the client about the nature of the engagement and the client's 
business and industry are performed first. In addition, the auditor meets the key 
employees, or new employees of a continuing client. The overall audit strategy or the timing 
of the audit may be discussed, but the specific audit procedures should not be. 

2. Review of audit documentation from previous audits performed by the accounting firm or 
a predecessor auditor (if the latter makes audit documentation available) will assist in 
developing an outline of the audit program. 

3. Ask about recent developments in the company, such as mergers and new product lines, 
which will cause the audit to differ from earlier years. 

4. Interim financial statements are analyzed to identify accounts and transactions that differ 
from expectations (based on factors such as budgets or prior periods). The performance of 
analytical procedures is mandatory in the planning of an audit to identify accounts that 
may be misstated and that deserve special emphasis in the audit program. 

5. Non-audit personnel of the accounting firm who have provided services (such as tax 
preparation) to the client should be identified and consulted to learn more about the client. 

6. Staffing for the audit should be determined and a meeting held to discuss the engagement. 
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7. Timing of the various audit procedures should be determined. For example, internal control 
testing needs to be performed early in the engagement, inventory counts need to be 
performed at or near the balance sheet date, and the client representation letter cannot be 
obtained until the end of the audit fieldwork. 

8. Outside assistance needs should be determined, including the use of a specialist as 
required (e.g., a tax practitioner, an appraiser for special valuation issues, or an information 
technology [IT] professional) and the determination of the extent of involvement of the 
internal auditors of the client. 

9. Pronouncements reflecting changes in accounting principles and audit standards should be 
read or reviewed to assist in the development of complete audit programs fitting the unique 
needs of the client's business and industry. 

10. Scheduling with the client is needed to coordinate activities. For example, client-prepared 
schedules need to be ready when the auditor expects to examine them, and the client needs 
to be informed of dates when they will be prohibited from accessing bank safe deposit 
boxes to ensure the integrity of counts of securities held at banks. 


The mnemonic BRAINSTOPS reminds you that an auditor's brain stops if they don't plan out the 
audit carefully before beginning the detailed testing of client records. 


The auditor should document the planning of the engagement, including: 
e The overall strategy for the audit; 
e The audit plan; and 
e Any significant changes made to either the overall strategy or the audit plan during the audit 
engagement, along with the reasons for the changes. 


Supervision 


The auditor with final responsibility for the audit is responsible for planning the nature, extent and 
timing of direction and the supervision of assistants—i.e., firm personnel other than the auditor with 
final responsibility. 

e The auditor with final responsibility for the audit may delegate portions of the planning and 
supervision of the audit to other firm personnel. The auditor provides the written audit 
program and instructions to the assistants. 

e Supervision involves directing assistants in accomplishing the audit objectives and 
subsequently determining whether those objectives were accomplished. Supervision 
includes: 

o Instructing assistants. 
o Reviewing the work performed. 
o Dealing with differences of opinion among firm personnel. 
= Differences may not be resolved to the satisfaction of all parties. 
= Dissenting parties should document the difference and ask to be 
disassociated from the matter’s resolution. 


In some cases, the auditor will determine that specialized skills are needed in the performance of 
the audit. To seek the assistance of a professional having those skills, who may be on the auditor's 
staff or who may be external to the auditor's firm, the auditor should have sufficient knowledge to: 
e Communicate the objectives of the other professional's work; 
e Evaluate whether the procedures performed by the other professional fulfill the auditor's 
objectives; and 
e Evaluate the results. 
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Lecture 1.11 - Audit Risk, Fraud and Errors 


Audit Risk (AU-C 200) 


The risk that the auditor may unknowingly fail to appropriately modify the opinion on financial 
statements that are materially misstated. This is the risk that material errors, fraud, or acts of 
noncompliance with laws and regulations, including Illegal acts, may cause the financial statements 
to be materially misstated, and that the auditor will not detect or properly understand them, 
resulting in the issuance of an inappropriate report. Throughout the engagement, the auditor 
should carefully consider the issue of audit risk. 


Audit risk (AR) is a function of the risk that relevant assertions in the financial statements are 
materially misstated (RMM) and the risk that the auditor will not detect such material misstatements 
(DR). Audit risk is the product of two different component risks: 

e Risk of Material Misstatements (RMM) is the risk that the relevant assertions related to 
account balances, classes of transactions, or disclosures contain misstatements that could 
be material to the financial statements when aggregated with other misstatements. 
(Consists of Inherent risk (IR) and Control risk (CR)). 

o Inherent risk (IR) - The risk that a material misstatement of an assertion will occur 
in the absence of any internal controls. This risk is a function of the susceptibility of 
the various items to being misstated, and cannot be affected by the actions of either 
the client or auditor. For example, cash is more susceptible to theft than PP&E. 

o Control risk (CR) - The risk that the client's internal control structure will fail to 
prevent or detect and correct a material misstatement on a timely basis. This is a 
function of the effort put forth by the client's management to safeguard assets and 
ensure reliable financial records. As a result, it is affected by the actions of the client 
but not the auditor. 


e Detection risk (DR) - The risk that audit procedures will incorrectly lead to a conclusion that 
a material misstatement does not exist in an account balance when, in fact, such a 
misstatement does exist. This is a function of the effort put forth by the auditor in 
performing tests of details of transactions and accounts, and analytical procedures. It is the 
only risk component that the auditor can affect. It is the risk that the Auditor will not detect 
a misstatement that exists in a relevant F/S assertion. DR can be broken down into its two 
components: 

o Test of details risk (TD) 
o Substantive analytical procedures risk (AP) 


Failure of the audit can occur only when the two component risk events occur together. If no 
misstatement takes place, there is nothing to prevent or detect. If it occurs but is detected by the 
client's internal control structure, then there is nothing for the auditor to detect. If the misstatement 
occurs and is not prevented or detected by the client, but the auditor detects it through substantive 
testing, there will be no misstatement in the financial statements. Only if the misstatement occurs, 
the client fails to detect it, and the auditor fails to detect it, will audit risk manifest itself in the form 
of misstated financial statements and the issuance of an inappropriately unmodified opinion. 
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Audit risk and its two component risks can be expressed non-quantitatively, but the relationship 
between them is easier to understand when expressed mathematically: 


Audit Risk = Inherent Risk x Control Risk x Detection Risk 
AR = [RMM (IR x CR) x DR] or AR = (IR x CR) x (TD x AP) 
Acceptable DR = AR / (RMM) 


Rely) RMMÎ DR4SUBÎ 
Rely? RMM4 DRÎSUB} 


Sek of Material Misstatement (RMM) {IR x CR}) 
Evidence Ns 


gathering 


(Sub Testing) T a 


Detection risk should bear an inverse relationship to Risk of Material Misstatement (IR x CR). The 
greater the risk of material misstatement the auditor believes exists, the less the detection risk that 
can be accepted and vice versa. Regardless of the RMM, however, the auditor should perform 
substantive procedures for all relevant assertions related to all material classes of transactions, 
account balances, and disclosures. 


Inherent risk and control risk (RMM) differ from detection risk in that they exist independently of the 
audit, whereas detection risk relates to the auditor's procedures and can be altered by adjusting the 
nature, timing, and extent of substantive procedures. Thus, the auditor performs the following 
procedures: 

e Determine the acceptable level of audit risk, the risk that the auditor is willing to take, 
incorporating cost and benefit considerations, that a material misstatement may not be 
detected by the audit 

e Assess the risk of material misstatement by evaluating the inherent risk associated with 
financial statement elements and assessing control risk based on the auditor's 
understanding of internal control 

e Determine the level of detection risk that is necessary to achieve the desired audit risk 


Using the model described above, assume the auditor decides an audit risk of 6% is acceptable, 
indicating that the auditor is willing to accept that there will be a 6% probability that a material 
misstatement that would cause the auditor to modify the report will not be detected in the audit. 
e The financial statements include assets that are highly susceptible to theft, others that 
require significant estimates requiring high levels of judgment to determine their carrying 
values, and other items that are complex or involve very high volumes of transactions. 
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o Asaresult, the auditor would assess inherent risk as relatively high. 

o Assume a value of 75%, indicating that there is a 75% probability that the financial 
statements will be materially misstated if internal controls do not prevent or detect 
the misstatement and if the auditor does not detect it. 


The client has established potentially effective internal controls in some key areas but they are not 
universal throughout the organization or the processes relevant to financial reporting. 

e Asaresult, the auditor may assess control risk below maximum. 

e Assume a value of 80%, indicating that, if a material misstatement does occur, there is an 
80% probability that it will neither be prevented nor detected and corrected on a timely 
basis. 

o In order to assess control risk below maximum (100%), the auditor is required to 
perform tests of controls to obtain evidence that the controls that are being relied 
upon are in place and being executed as designed. 

o In many cases, the auditor will set control risk at maximum, despite the potential for 
some effective controls, if the auditor determines it is likely to be more efficient to 
ignore controls and perform substantive tests that will support a lower detection 
risk. 


Based on an inherent risk of 75% and a control risk of 80%, RMM is 60% (75% x 80%). To achieve an 
audit risk of 6%, detection risk must be reduced to 10%. 


RMM = IR x CR= 75% x 80% = 60% 
AR = RMM x DR = 60% x 10% = 6% 


Detection risk is a function of the nature, timing, and extent of audit procedures, and, as such, may 
be changed by the auditor. 


The components of the audit risk model may be assessed in quantitative terms, such as 
percentages, or in non-quantitative terms such as high, medium, or low risk. The auditor may make a 
combined assessment of inherent risk and control risk or separate assessments of inherent risk and 
control risk. Although, the assessment of risk of material misstatement is a matter of professional 
judgment rather than a precise measurement of risk, the auditor should have an appropriate basis 
for that assessment. This basis may be obtained through risk assessment procedures performed to 
obtain an understanding of the entity and its environment, including its internal control, and 
through the performance of test of controls. There is an inverse relationship between Audit Risk 
and Materiality. 


Fraud and Errors (AU-C 240) 


The auditor has specific responsibilities in relation to the detection of fraud and errors. The 
auditor's responsibility is to plan and perform the audit to obtain reasonable assurance that no 
errors or acts of fraud have caused the financial statements to be materially misstated. 


A misstatement may refer to any of the following: 

e Adifference between the amount, classification, or presentation of a reported financial 
statement element, account, or item and the amount, classification, or presentation that 
would have been reported under GAAP. 

e The omission of a financial statement element, account, or item. 

e A financial statement disclosure that is not presented in accordance with GAAP. 
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e The omission of information required to be disclosed in accordance with GAAP. 


Misstatements should not just be evaluated quantitatively, but qualitatively, such as: 
e Misstatements that affect trends of profitability. 
e Misstatements that change losses into income. 
e Misstatements that affect segment information. 
e Misstatements that affect compliance with legal and contractual requirements. 


The use of estimates in accounting increases the risk of material misstatements. Because estimates 
require the application of judgment: 

e They are subject to human error. 

e They are susceptible to manipulation, resulting in fraudulent financial reporting. 


The auditor generally examines samples as a basis for drawing conclusions about a population. 
Misstatements that are detected in a sample often indicate that comparable misstatements may be 
present proportionately within the population, implying a likely proportional misstatement of the 
population. 


Material misstatements in the financial statements can result from errors, meaning unintentional 
mistakes, or fraud, meaning intentional misbehavior, and both may be known or likely. 
e Errors 
o Unintentional mistakes, misjudgments or omissions of amounts or disclosures. 
o May be due to human error or the incompetency of employees. 


e Two types of fraud (Intentional Acts): 
Fraud - an intentional act by one or more individuals among management, those charged 
with governance, employees, or third parties involving the use of deception that results in a 
misstatement in financial statements that are the subject of an audit. 
o Fraudulent financial reporting (management fraud, or “cooking the books”) - 
Misrepresentation of facts - Integrity of management. 
= Manipulation, falsification, alteration of accounting records or supporting 
documents. Inability to produce or locate relevant documents may also be 
indicative of fraud. 
= Misrepresentation or omission of events, transactions or information. 
= Intentional misapplication of accounting principles. 
= The non-recording of transactions. 


o Misappropriation of assets - Defalcation schemes 
= Embezzlement of funds 
= Theft of other assets 
= Misuse of entity assets 


e An auditor evaluates two types of misstatements resulting from errors or fraud. They are 
known or likely. 
o Known misstatements are misstatements specifically identified during the audit 
o Likely misstatements are misstatements that have not been specifically identified, 
but are considered likely to exist based on audit evidence obtained or due to a 
difference between management and auditor judgments. 
= Likely misstatements may be based on the assumption that known 
misstatements identified in a sample are proportionately present in the 
population. 


Page 1-38 ©Roger CPA Review 


Audit Standards & Engagement Planning Section 1 


= They may be based on the auditors knowledge of the entity, its industry, or 
its environment and a disparity with information presented in the financial 
statements. 


The auditor must communicate all known and likely misstatements (even immaterial), 
identified during the audit, other than those the auditor believes are trivial, to the 
appropriate level of management on a timely basis. 
o Management must correct all known misstatements and should evaluate items for 
which there are likely misstatements. 


The auditor is required to communicate all knowledge or suspicion of fraud to management and/or 
governance, although the auditor is required to communicate with governance when senior 
management is involved in the fraud. The communication may be oral or in writing, but should be 
documented by the auditor. The auditor may want to consult with legal counsel. 


Although the auditor cannot ultimately be held responsible for the detection of fraud, the auditor is 
expected to recognize the possibility that it may occur and that it may result in a material 
misstatement to the financial statements. In considering fraud while planning an audit, the auditor 
will consider three conditions that are generally assumed to be present whenever a successful 
fraud occurs, referred to as the fraud triangle (below): 
e Reason or Motivation (Incentive/pressure) - the perpetrator will generally have a reason 
for having committed the fraud. 
o Personal gain is the most common reason (Incentives). 
o Pressure, such as to meet analysts’ expectations, is another common reason. 


e Opportunity - the perpetrator must have the ability to commit the fraudulent act. 
o A lack of internal controls or internal controls that are not being enforced create 
opportunity. 
o Some perpetrators have the opportunity because of the authority to override 
controls or the ability to circumvent controls, such as through collusion. 


e Rationalization - the perpetrator will generally rationalize the fraudulent act in a manner 
that is consistent with the perpetrator’s belief system. 
o Some perpetrators rationalize their fraudulent acts because they do not believe it is 


really wrong. 
= This is usually accompanied by the belief that their action is a common 
practice. 
= The commission is sometimes viewed as a means of eliminating an unfair 
advantage. 


o Some perpetrators rationalize their fraudulent acts when they perceive they have no 
choice since the repercussions of not perpetrating the fraud would be too severe, 
such as the effect on stock price of not meeting an earnings expectation. 
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The auditor is also required to communicate knowledge or suspicion of noncompliance with 
applicable laws and regulations (AU-C 250), also referred to as illegal acts, to those charged with 
governance, other than those that are clearly inconsequential. Noncompliance is defined as acts of 
omission or commission by the entity, either intentional or unintentional, which are contrary to the 
prevailing laws or regulations. The auditor distinguishes between those with a direct effect on the 
amounts and disclosures in the financial statements, which result in adjusting entries, and those 
with an indirect effect (“others”), which generally result in contingencies. 

e Illegal acts with a direct and material effect may include nonpayment of payroll taxes or 
business license fees. 

e Illegal acts with an indirect effect may include antitrust violations, price-fixing, or purchasing 
securities based on insider information. Other examples include violations of occupational 
safety laws (OSHA) that might result in financial losses from government fines; or the Foreign 
Corrupt Practices Act, which makes payment of bribes to foreign officials’ illegal and requires 
publicly held companies to maintain systems of internal control sufficient to provide 
reasonable assurances that such activities are detected. 

e The auditor's responsibility is to consider laws that have both a direct effect and those that 
do not have a direct effect (indirect effect) on the financial statements. 

e The auditor should communicate with those charged with governance, matters involving 
noncompliance, other than inconsequential matters, as soon as practicable. 

e The documentation should include a description of the identified or suspected 
noncompliance and the results of the discussion with management and those charged with 
governance and other parties inside or outside the entity. 


When noncompliance is identified or suspected, the auditor should obtain an understanding of the 
nature of the illegal act and the circumstances under which it occurred and any further information 
that may assist in evaluating the potential impact on the financial statements. 
e The matter should be discussed with management or those charged with governance, as 
appropriate, to determine if support can be provided indicating compliance. 
e If compliance cannot be supported and the amount is potentially material, the auditor 
should consider consulting with legal counsel. 


Increased emphasis on professional skepticism - The audit team should begin the engagement 
with a conscious recognition of the possibility of material misstatement due to fraud. Although the 
auditor would not accept or continue the relationship if the auditor believed that the client's 
management lacked integrity, the auditor recognizes that motivation in the form of economic gain 
or pressure may cause the client to act otherwise. The auditor maintains an understanding of the 
need to obtain evidence to corroborate management's assertions. The auditor should pay special 
attention to fraud risk factors that increase the probability of fraudulent financial reporting or 
defalcation. 
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In addition to information about internal control deficiencies, AU-C section 250, Consideration of 
Laws and Regulations in an Audit of Financial Statements, requires the auditor to communicate to 
governance knowledge or suspicion of noncompliance with applicable laws and regulations, also 
referred to as illegal acts, other than those that are clearly inconsequential. An entity is not in 
compliance when, intentionally or unintentionally, it commits acts contrary to prevailing laws or 
regulations or omits acts required by laws or regulations. 


Certain laws and regulations have a direct effect on the amounts and disclosures in the financial 
statements, such as the nonpayment of payroll taxes or, in some jurisdictions, business license fees. 
These will result in adjusting entries. Others may have an indirect effect, such as those that are 
fundamental to the operations of the business, fundamental to the entity's ability to continue as a 
going concern, or necessary to avoid a potentially material penalty. These may result in 
contingencies or may have no financial statement effect, although they may require disclosure. 


In obtaining an understanding of an entity and its environment, including its internal controls, the 
auditor will obtain a general understanding of the legal and regulatory framework under which the 
entity operates and how it complies with that framework. The entity should have a system under 
which all laws and regulations to which the entity is subject are identified, interpreted, and complied 
with. 
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Lecture 1.12 - Consideration of Fraud in the Financial 
Statements & Fraud Risk Factors 


Consideration of Fraud in a Financial Statement Audit (AU-C 240) 


The auditor's responsibilities for the detection of material misstatements due to fraud are met 
through the performance of various steps during different phases of the audit. Standards require 
the auditor to perform the following: 


Understand the nature and characteristics of fraud (above) 
Hold a “brainstorming” session with engagement staff to discuss the risks of material 
misstatements due to fraud: 

o How and where financial statements might be susceptible to fraud, how 
management could perpetrate and conceal fraudulent financial statements, and how 
assets could be misappropriated; and 

o Consider known internal and external factors affecting Motivation (Incentives 
/pressures) for fraud, Opportunities and a culture or environment that enables 
management or others to Rationalize committing fraud. 

o Exercise Professional Skepticism. 


The auditor is required to obtain the information needed to identify risks of material 
misstatement due to fraud. 

o Inquiry of management and others about knowledge or suspicion of fraud, 
management's understanding of the risk of fraud, and programs and controls 
established to mitigate risks. 

o Evaluation of results of analytical procedures performed in the planning of the audit. 

o Consideration of fraud risk factors, which are events or conditions that create 
reasons or motivation to commit fraud, the opportunity to commit fraud, or the 
attitudes that allow the rationalization of committing fraud (see table). 

o Consider other information 


The auditor will also evaluate the results of analytical procedures performed in the planning 
of the audit, consider the identified fraud risk factors and whatever other information is 
available to the auditor. On that basis, the auditor will Identify risks that may result ina 
material misstatement to the financial statements due to fraud: 

o Information gathered is evaluated considering size, complexity, and ownership 
attributes of entity. 

o Information is evaluated as to pervasiveness of fraud risk factors, whether they 
affect the financial statements as a whole or specific account balances or classes of 
transactions and related assertions. 

o The auditor applies professional judgment in the consideration of: 

= Whether the type of risk indicates misappropriation of assets or fraudulent 
financial reporting. 

= Whether the risk is of sufficient magnitude to cause a material misstatement. 

= The likelihood that the risk will result in a material misstatement. 


One of the most common ways in which financial statements are fraudulently misstated is 
through the overstatement of revenue. As a result, the auditor is required to presume that 
revenue recognition represents a risk of material misstatement. In addition, the auditor 
recognizes that, due to the potential of management override of controls, there would not 
necessarily be evidence of specific risks of material misstatement due to fraud. 
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e Once the auditor has identified factors that represent the risks of material misstatement of 
the financial statements, the auditor will evaluate those risks in light of the entity's internal 


controls. 
o Controls may be specific to identified risks or broadly intended to prevent, deter, and 
detect fraud. 


o The auditor considers whether controls mitigate identified risks. 


e The auditor will determine the nature, timing, and extent of substantive procedures 
needed to respond to the results of the assessments. 

o The auditor may change the overall way the audit is conducted. 

o The auditor may change the nature of procedures to obtain more reliable evidence; 
the timing of procedures, such as by performing tests of balances closer to the 
balance sheet date; or the extent of procedures to obtain more evidence to derive 
more conclusive results. 

o The auditor should perform procedures in recognition of the risk of management 
override of controls. The auditor may: 

= Examine journal entries and other adjustments; 
= Review accounting estimates for bias; or 
= Evaluate the business rationale for significant unusual transactions. 

e The auditor will then evaluate the audit evidence obtained. In accumulating the evidence, 
the risk of material misstatement due to fraud is assessed throughout the audit. The auditor 
will: 

o Evaluate results of analytical procedures performed as substantive tests or as part of 
overall review for indications of risks of material misstatement not identified 
previously; 

o Evaluate accumulated results of procedures at or near date of auditor's report; and 

o Consider if identified misstatements may be indicative of fraud. 

«Even if not material, the auditor should consider the implications. 

= |f material, or potentially material, the auditor should attempt to obtain 
additional evidence, consider the implication on other aspects of the audit, 
discuss the matter with the appropriate level of management, and consider 
suggesting that the client consult legal counsel. 

o When risk is very high, the auditor may consider withdrawing from the engagement 
taking into account: 

= Implications about the integrity of management; and 
= The level of cooperation from governance. 


e The auditor is required to Communicate knowledge or suspicion of fraud to management 
and governance on a timely basis. 
o Any evidence of the existence of fraud should be communicated to management. 
o Fraud involving senior management and fraud resulting in a material misstatement 
should be communicated to those charged with governance. 
= Discuss with an appropriate level of management at least ONE level above 
those involved. 
o Risks that have internal control implications should be communicated if they 
represent significant deficiencies or material weaknesses in internal control. 
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Disclosure to third parties may be appropriate: 
= To comply with legal or regulatory requirements; 
= To a successor auditor when responding to inquiries; 
= To respond to a subpoena; or 
= Toa funding agency when required of an entity receiving governmental 
financial assistance. 


e The auditor is required to document the consideration of fraud, including: 


O 
O 


(2) 


The brainstorming session; 

Procedures performed to obtain information used to identify risks of material 
misstatement due to fraud; 

Identified risks of material misstatement; 

Reasons revenue recognition was not considered a fraud risk factor, if appropriate; 
Results of procedures performed in response to risk of management override of 
controls; 

Other factors drawing the auditor to the conclusion that additional procedures were 
required; and 

The nature of communication about fraud. 


The auditor should pay special attention to fraud risk factors that increase the probability of 
fraudulent financial reporting or defalcation. Analysis of fraud risk factors provides only a general 
indication as to the existence of a material misstatement. The auditor must specifically assess fraud 
risk by identifying and evaluating fraud risk factors. Keep in mind the employees Motivation 
(Incentives/Pressures), Opportunities, and Attitudes/Rationalizations as they relate to the different 


categories. 
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EXAMPLES OF FRAUD RISK FACTORS 


Misstatements Arising from Fraudulent Financial Reporting 


Incentives/Pressure 
(Motivation) 


1. Threats to financial stability 


or profitability 

* Decline in margins along with 
high degree of competition or 
sales saturation 

* High vulnerability to rapid 
changes (e.g., technology, 
product obsolescence, 
interest rates) 

* Declines in customer demand 
and business failures in 
industry or economy 

e Threat of bankruptcy, 
foreclosure, or takeover due 
to operating losses 

e Recurring negative cash flows 
from operations along with 
reported earnings and 
growth 

* Rapid growth or unusual 
profitability, especially when 
compared to others 

+ New accounting, statutory, or 
regulatory requirements 

. Pressure to meet 
requirements or expectations 
of third-party excessive 

* Creditors or analysts have 
profitability or trend expecta- 
tions, particularly if 
aggressive 

* Need for additional debt or 
equity to remain competitive 

* Difficulty in meeting 
exchange listing 
requirements or debt 
covenants 

* Potential adverse effect of 
poor financial results on 
pending transactions 

. Threats to personal financial 
situations of management or 
directors 

e Significant financial interests 
in the entity 

* Compensation largely 
contingent on financial 
results 

* Personal guarantees of entity 
debts 
Excessive pressure by 
management or governance 
to meet financial targets 


Opportunities 


1. Opportunities due to the 


nature of the entity or 
industry 
e Significant related-party 
transactions not in the 
ordinary course of business 
e Entity has ability to dictate 
terms or conditions to 
suppliers or customers, 
which could result in 
inappropriate transactions) 
e Accounts based on significant 
estimates involving subjective 
judgments or uncertainties 
Significant, unusual, or highly 
complex transactions, 
especially near period end 
Significant international 
operations across with 
differing business 
environments and cultures 
Significant bank accounts or 
operations in tax haven 
jurisdictions 


. Management not monitored 


effectively 

* Management dominated by a 
single person or small group 
without compensating 
controls 

* Ineffective oversight by 
governance 


. Organizational structure 


complex or unstable 

* Difficulty in determining 
organization or individuals 
with controlling interest in 
entity 

* Overly complex structure 

e High turnover of senior 
management, counsel, or 
board members 


4. Deficiencies in internal 


control 

* Inadequate monitoring of 
controls 

e Ineffective accounting, 
internal audit, or information 
technology staff; or high 
turnover 

e Accounting and information 
systems that are not effective 


Attitudes/Rationalizations 


1. Factors allowing governance, 


management, or employees 

to engage in fraudulent 

activities 

* Ethical standards not 
effectively communicated, 
implemented, supported, or 
enforced 

* Nonfinancial management 
inappropriately participate in 
selecting accounting 
principles or determining 
estimates 

e History of violations of 
securities or other laws 

* Management has excessive 
interest in maintaining or 
increasing stock price 

+ Aggressive or unrealistic 
forecasts provided to analysts 
and others 

e Management fails to correct 
significant deficiencies on a 
timely basis 

e Management interested in 
minimizing earnings for tax 
reasons 

e Recurring use of materiality 
by management in attempts 
to justify marginal or 
inappropriate accounting 

* Strained relationship with 
current or predecessor 
auditor 
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EXAMPLES OF FRAUD RISK FACTORS 


Misstatements Arising from Misappropriation of Assets 


Incentives/Pressures 
(Motivation) 
Pressure created by 
personal financial 
obligations of management 
or employees with access to 
assets 
Adverse relationship 
between the entity and 
employees with access to 
assets 
* Known or anticipated 
layoffs 
* Changes to compensation 
or benefit plans 


Opportunities 


Assets particularly 
susceptible due to 
characteristics or 
circumstances 


Large amounts of cash 
processed or on hand 
Inventories consisting of 
small, high-value, or high- 
demand items 

Assets easily convertible such 
as bearer bonds, diamonds, 
or computer chips 

Fixed assets that are small or 


Attitudes/Rationalizations 


Attitudes or behavior of 

those with access to 

assets susceptible to 

misappropriation 

e Disregard for need for 
monitoring or reducing 
risks 

e Disregard for internal 
control 

* Behavior indicating 
displeasure or 
dissatisfaction with 
company or its treatment 


* Promotions, compensation, marketable of employees 
or other rewards 2. Inadequate internal controls * Changes in behavior or 
inconsistent with over assets, including lifestyle that indicate 
expectations inadequate assets may have been 


* Segregation of duties misappropriated 

* Monitoring of employees with 
access to assets 

e Recordkeeping for assets 

* System for authorizing or 
approving transactions 

e Physical safeguarding of 
assets 

* Reconciliation of assets 

* Documentation of 
transactions, such as credits 
for merchandise returns 

e No requirement for 
mandatory vacations for key 
employees 

* Management understanding 
of information technology (IT) 
to properly oversee IT staff 

* Controls over access to 
automated records 


If the auditor determines the financial statements are materially misstated, they should propose 
adjustments to the client. If the client fails to make these adjustments, the auditor will issue a 
qualified or adverse opinion on the financial statements due to the departure from GAAP. If the 
auditor is unable to obtain sufficient appropriate evidence to determine if errors or fraud have 
material effects on the financial statements, the auditor will issue a qualified opinion or disclaimer 
due to the scope limitation. 


The auditor should pay attention to the way the client handles information about fraud. If 
management fails to take action against the responsible party and doesn't move to limit the risk of a 
repeat of errors and fraud causing material misstatement, the auditor must consider the 
implications as it relates to management's integrity and may have to withdraw from the 
engagement. The auditor also must withdraw if the client refuses to accept an audit report that has 
been modified due to errors or fraud on the financial statements. 
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Lecture 1.13 - Audit Risk - Class Questions 


9. As the acceptable level of detection risk decreases, the assurance directly provided from 


Substantive tests should increase. 
Substantive tests should decrease. 
Tests of controls should increase. 

Tests of controls should decrease. 


QaQo0o08 


10. Which of the following audit risk components may be assessed in nonquantitative terms? 


Control risk Detection risk Inherent risk 
a. Yes Yes No 
b. Yes No Yes 
C. Yes Yes Yes 
d. No Yes No 
11. Which of the following are conditions that make up the fraud triangle? 
Rationalization Opportunity Motivation 
a. Yes Yes Yes 
b. Yes No Yes 
C. No Yes Yes 
d. No No No 


12. If an auditor discovers fraud that they consider immaterial, to whom should they report this? 


Report the fraud to those charged with governance. 

Report the fraud directly to the Public Company Oversight Board. 

Report the fraud to management at least one level below those involved in the fraud. 
Not report it to anyone as it is considered immaterial. 


anoo 


13. The nature and extent of a CPA firm's quality control policies and procedures depend on 


The nature 
The CPA of the CPA Cost benefit 
firm’s size firm's practice considerations 
a. Yes Yes Yes 
b. Yes Yes No 
c. Yes No Yes 
d. No Yes Yes 
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Class Solutions 


9. 


10. 


11. 


12. 


13. 


(a) The auditor performs substantive tests to address detection risk. When detection risk is 
higher than acceptable, it is decreased by increasing substantive testing. Substantive testing 
can be decreased (b) when the risk of material misstatement is low and a high level of 
detection risk is acceptable. Tests of controls (c and d) are performed in the evaluation of 
control risk and are not related to detection risk. 


(c) Control risk and inherent risk are components of the risk of material misstatement (RMM). 
RMM and detection risk are components of audit risk. All may be expressed in quantitative or 
nonquantitative terms. 


(a) The Association of Certified Fraud Examiners has identified three characteristics necessary 
for a fraud scheme to be successful, referred to as the fraud triangle. The conditions that 
make up the fraud triangle are: a reason or incentive to commit the fraud, the opportunity 
through a lack of controls or an ability to override or circumvent controls, and the ability to 
rationalize the fraud. If one or more of these conditions does not exist (b, c, and d), it is not 
likely that the fraudulent act will be successful. 


(a) There is no materiality threshold in determining when awareness or suspicion of fraud 
must be communicated by the auditor to those charged with governance, such as the audit 
committee (d). In any circumstance where fraud is either detected or suspected, the auditor is 
required to communicate it accordingly. It is up to those charged with governance to 
determine what course of action is appropriate based on the auditor’s communication. It is 
governance who will decide if the fraud should be disclosed to a regulator, such as the PCAOB 
(b). The auditor's communication should be made to a level of management at least one above 
those involved, not one level below (c). 


(a) A firm is required to maintain a system of quality control to assure that it is complying with 
all applicable standards and issuing only reports that are appropriate under the circumstances. 
The nature and extent of a firm’s policies and procedures are affected by the size of the firm 
since a firm with one professional would not, for example, require the same policies and 
procedures for staying current on auditing standards as a firm with many professional staff. It 
is affected by the nature of the practice since quality control standards apply to accountants 
performing reviews as well as those performing audits. Finally, cost-benefit considerations are 
generally taken into account in establishing policies and procedures of almost any variety, as a 
firm would not want to apply more resources preventing a problem that will not be particularly 
costly or problematic if it were not prevented. 
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Task-Based Simulation 1 


1_— 
q i aie n E | M : Seale g Eau 


Items 1 through 15 pertain to an auditor's risk analysis of an entity. Select the best answer for each 
item. 


Bond, CPA, is considering audit risk at the financial statement level in planning the audit of Toxic 
Waste Disposal (TWD) Company's financial statements for the year ended December 31, 20X6. TWD 
is a privately owned entity that contracts with municipal governments to remove environmental 
wastes. Audit risk at the financial statement level is influenced by the risk of material misstatements, 
which may be indicated by a combination of factors related to management, the industry, and the 
entity. 


Based only on the information below, indicate whether each of the following factors (Items 1 
through 15) would most likely increase (I) decrease (D) or have no effect (N) on audit risk and the risk 
of material misstatement. 


Items to be answered: 


Company Profile 


1. 


6. 
7. 


This was the first year TWD operated at a profit since 20X2 because the municipalities received 
increased federal and state funding for environmental purposes. 


TWD's Board of Directors is controlled by Mead, the majority stockholder, who also acts as the 
chief executive officer. 


The internal auditor reports to the controller and the controller reports to Mead. 
The accounting department has experienced a high rate of turnover of key personnel. 


TWD's bank has a loan officer who meets regularly with TWD’s CEO and controller to monitor 
TWD's financial performance. 


TWD’'s employees are paid biweekly. 
Bond has audited TWD for four years. 


Recent developments 


8. 


During 20X6, TWD changed its method of preparing its financial statements from the cash basis 
to generally accepted accounting principles. 


During 20X6, TWD sold one half of its controlling interest in United Equipment Leasing (UEL) Co. 
TWD retained significant interest in UEL. 


. During 20X6, litigation filed against TWD in 20X1 alleging that TWD discharged pollutants into 


state waterways was dropped by the state. Loss contingency disclosures that TWD included in 
prior years’ financial statements are being removed for the 20X6 financial statements. 


. During December 20X6, TWD signed a contract to lease disposal equipment from an entity 


owned by Mead's parents. This related party transaction is not disclosed in TWD’s notes to its 
20X6 financial statements. 
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12. During December 20X6, TWD completed a barter transaction with a municipality. TWD removed 
waste from a municipally owned site and acquired title to another contaminated site at below 
market price. TWD intends to service this new site in 20X7 


. During December 20X6 TWD increased its casualty insurance coverage on several pieces of 


sophisticated machinery from historical cost to replacement cost. 


. Inquiries about the substantial increase in revenue TWD recorded in the fourth quarter of 19X6 


disclosed a new policy. TWD guaranteed to several municipalities that it would refund the 
federal and state funding paid to TWD if any municipality fails federal or state site clean-up 
inspection in 20X7. 


15. An initial public offering of TWD's stock is planned for late 20X7. 


Task-Based Simulation Solution 1 


1. 


10. 


11. 


D 


Increased federal and state funding providing a profitable year would decrease audit 
risk and risk of material misstatement since management will have less of a need to 
overstate profits. 

Control of the board of directors by a majority stockholder who is also the chief 
executive officer (management is dominated by a single individual) gives one 
individual the opportunity to circumvent internal controls, increasing audit risk and 
the risk of material misstatement. 

The internal auditor should report directly to the board of directors or the audit 
committee. Reporting to the controller and indirectly to the majority stockholder 
increases audit risk and the risk of material misstatement. 

A high turnover of personnel in the accounting department results in a greater 
likelihood of errors and may indicate problems, increasing audit risk and the risk of 
material misstatement. 

Regular meetings between the controller and a bank loan officer increase the 
likelihood that problems will be detected and communicated, decreasing audit risk 
and the risk of material misstatement. 

The frequency with which employees are paid has no impact on audit risk or the risk 
of material misstatement. 

A continuing auditor will have greater familiarity with the client and their business 
and industry, decreasing audit risk and the risk of material misstatement. 

Changing the method of accounting, even to a more favorable method, increases the 
likelihood of errors, increasing audit risk and the risk of material misstatement. 
Selling one-half of a controlling interest in another company means that the equity 
method would be applied instead of the preparation of consolidated financial 
statements. This would increase audit risk due to the reduced ability to obtain 
information and also increase the risk of material misstatement. 

The elimination of a loss contingency due to a lawsuit being dropped eliminates the 
possibility of understating a potential liability reducing audit risk and the risk of 
material misstatement. 

Entering into a significant related party transaction increases the possibility that the 
transaction will not be properly accounted for, increasing audit risk and the risk of 
material misstatement. 
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12. | Acquiring title to a contaminated site is an unusual transaction and creates a 
contingent liability, depending on the nature of the contamination. As a result, both 
audit risk and the risk of material misstatement are increased. 


13. N Insurance coverage would have little to no effect on audit risk and the risk of 
material misstatement. 

14. | Guaranteeing a refund to municipalities failing federal or state clean-up inspection 
creates a contingent liability and increases audit risk. 

15. | With an initial public offering planned; there is greater incentive to overstate 


profitability and financial position, increasing audit risk. 


Task-Based Simulation 2 
1_— 
The Uniorm E m=? oe 
CPA Examination 


Green, CPA, is considering audit risk, including fraud risk, at the financial statement level in planning 
the audit of National Federal Bank (NFB) Company's financial statements for the year ended 
December 31, 20X5. Audit risk at the financial statement level is influenced by the risk of material 
misstatements, which may be indicated by a combination of factors related to management, the 
industry, and the entity. In assessing such factors Green has gathered the following information 
concerning NFB’s environment. 


Company profile 

NFB is a federally insured bank that has been consistently more profitable than the industry average 
by marketing mortgages on properties in a prosperous rural area, which has experienced 
considerable growth in recent years. NFB packages its mortgages and sells them to large mortgage 
investment trusts. Despite recent volatility of interest rates, NFB has been able to continue selling 
its mortgages as a source of new lendable funds. 


NFB's board of directors is controlled by Smith, the majority stockholder, who also acts as the chief 
executive officer. Management at the bank's branch offices has authority for directing and 
controlling NFB’s operations and is compensated based on branch profitability. The internal auditor 
reports directly to Harris, a minority shareholder, who also acts as chairman of the board’s audit 
committee. 


The accounting department has experienced little turnover in personnel during the five years Green 
has audited NFB. NFB’s formula consistently underestimates the allowance for loan losses, but its 
controller has always been receptive to Green's suggestions to increase the allowance during each 
engagement. 


Recent developments 

During 20X5, NFB opened a branch office in a suburban town thirty miles from its principal place of 
business. Although this branch is not yet profitable due to competition from several well- 
established regional banks, management believes that the branch will be profitable by 20X7. Also, 
during 20X5, NFB increased the efficiency of its accounting operations by installing a new, 
sophisticated computer system. 
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Items to be answered: 


Based only on the information above, indicate by marking the appropriate button whether the 
following factors indicate an increased or decreased audit risk. 


14. 
15. 


Factor 
Branch management authority 


. Government regulation 

. Company profitability 

. Demand for product 

. Interest rates 

. Availability of mortgage funds 


. Involvement of principal shareholder in 


management 


. Branch manager compensation 

. Internal audit reporting relationship 
. Accounting department turnover 

. Continuing audit relationship 


. Internal controls over accounting 


estimates 


. Response to proposed accounting 


adjustments 
New unprofitable branch 


New computer system 


Increased audit risk 


Decreased audit risk 


Task-Based Simulation Solution 2 
1. 


O O 


Oy O O D7 O -0O 0O OO 0O Q 
Or 20? Or O O, GOs IOO ONO © 


O 
O 


O 
O 


| Since branch managers have the authority to direct and control the entity's 
operations and are compensated based on branch performance, they have an 
incentive to commit fraud and represent a fraud risk factor that increases audit risk. 
D Government regulation indicates another level of oversight, which reduces audit risk. 
D When an entity is profitable, it has less incentive to commit fraudulent financial 


reporting, reducing audit risk. 


D A strong demand for an entity's product, as indicated by its ability to continue selling 
despite volatile interest rates, reduces the incentive for fraudulent financial 


reporting, reducing audit risk. 


l The fact that interest rates are volatile increase the likelihood that an error will be 
made in making interest calculations and in reporting interest related transactions. 
This increases audit risk, due to the increased possibility of errors, but does not 


represent a fraud risk factor. 


D The availability of mortgage funds facilitates the entity's ability to do business 
profitably, reducing the incentive for fraudulent financial reporting and reducing 


audit risk. 
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7. D In general, when an owner is involved in management, it increases oversight over 
employees and decreases the risk of fraud. 
8. | Since branch managers are compensated on the basis of branch performance, they 


would be incentivized to overstate branch results representing a fraud risk factor 
that increases audit risk. 

9. D The fact that the internal auditors report to an independent member of the board of 
directors increases their independence and their potential effectiveness. This 
reduces the likelihood that violations of internal controls will go undetected, 
reducing audit risk. 

10. D A lack of turnover of accounting personnel indicates that existing personnel will be 
more familiar with the transactions and policies of the entity and are less likely to 
make errors, reducing audit risk. 

11. D A long-term relationship between auditor and client increases the auditor's 
familiarity with the client and has the potential of increasing the effectiveness of the 
auditor's risk assessment, reducing audit risk. 

12. | The fact that estimates of loan losses are consistently understated indicates, as a 
minimum, that the company does not have effective policies when it comes to 
developing estimates, increasing audit risk. Such underestimates may be intentional 
on the part of management to improve the appearance of results, indicating a fraud 
risk factor. 

13. D The fact that the client responds favorably to the auditor's proposed adjustments 
indicates that the entity is at least willing to issue financial statements that are fairly 
presented, reducing audit risk. 

14. | The acquisition of an unprofitable branch may have the tendency to make results 
look unfavorable and, as a result, management may be motivated to minimize the 
negative impact by overstating the unprofitable branch’s results. This represents a 
fraud risk factor that increases audit risk. 

15. | A new computer system increases the likelihood of error as personnel become 
familiar with the system. This increases audit risk. 


Task-Based Simulation 3 
1_— 
The Uniform W m=? Sueur 
CPA Examination 


Dodd, CPA, audited Adams Company's financial statements for the year ended December 31, 20X2. 
On November 1, 20X3, Adams notified Dodd that it was changing auditors and that Dodd's services 
were being terminated. On November 5, 20X3, Adams invited Hall, CPA, to make a proposal for an 
engagement to audit its financial statements for the year ended December 31, 20X3. 


1. What procedures concerning Dodd should Hall perform before accepting the engagement? 


2. What additional procedures should Hall consider performing during the planning phase of this 
audit (after acceptance of the engagement) that would not be performed during the audit of a 
continuing client? 
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1. The procedures Hall should perform before accepting the engagement include the following: 

a. Hall should explain to Adams the need to make an inquiry of Dodd and should request 
permission to do so. 

b. Hall should ask Adams to authorize Dodd to respond fully to Hall's inquiries. 

c. If Adams refuses to permit Dodd to respond or limits Dodd's response, Hall should inquire 
as to the reasons and consider the implications in deciding whether to accept the 
engagement. 

d. Hall should make specific and reasonable inquiries of Dodd regarding matters Hall believes 
will assist in determining whether to accept the engagement, including specific questions 
regarding: 

o Facts that might bear on the integrity of management; 

o Disagreements with management as to accounting principles, auditing procedures, 
or other similarly significant matters; 

o Dodd's understanding as to the reasons for the change of auditors; 

o Communications to the audit committee regarding fraud, noncompliance (illegal 
acts), and internal control related matters. 

e. If Hall receives a limited response, Hall should consider its implications in deciding whether 
to accept the engagement. 


2. The additional procedures Hall should consider performing during the planning phase of this 
audit that would not be performed during the audit of a continuing client may include the 
following: 

a. Hall may apply appropriate auditing procedures to the account balances at the beginning of 
the audit period and, possibly, to transactions in prior periods. 
b. Hall may make specific inquiries of Dodd regarding matters Hall believes may affect the 
conduct of the audit, such as 
o Audit areas that have required an inordinate amount of time; 
o Audit problems that arose from the condition of the accounting system and records. 

Hall may request Adams to authorize Dodd to allow a review of Dodd's working papers. 

Hall should document compliance with firm policy regarding acceptance of a new Client. 

e. Hall should start obtaining the documentation needed to create a permanent working paper 
file. 


2n 


Task-Based Simulation 4 
1_— 
The Uniform EH 2 — P) SUBMIT 
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Johnson & Johnson, CPAs, is considering accepting an engagement to perform an audit for a new 
client whose prior period financial statements had been audited by another CPA. Johnson & 
Johnson would like to make certain that they understand the auditor's objective in conducting an 
initial audit engagement. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding the 
auditor's objectives in conducting an initial audit engagement? 
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2. Enter the exact section and paragraph with helpful information. 


Use this chart for Audit Research questions 


Professional Standards Selections 
AU-C U.S. Auditing Standards 
PCAOB-AS | PCAOB Auditing Standards 
AT-C Attestation Services 
Statements on Standards for Accounting & 
AR-C Review Services 
ET Code of Professional Conduct 
BL Bylaws 
Statements on Standards for Valuation 
VS Services 
Statement on Standards for Consulting 
cs Services 
PFP Personal Financial Planning 
CPE Continuing Professional education 
TS Tax Services 
PR Peer Review Standards 
QC Quality Control Standards 


Task-Based Simulation 5 


The Uniform 
CPA Examination 


1 — 
2 
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Bill Barlow, CPA, is in the final stages of an audit of a client's financial statements. During the course 
of the engagement, certain significant matters came to Bill’s attention that he was either required to, 
or felt it was necessary to, communicate to those charged with governance. Some of these matters 
were communicated orally and some were communicated in writing. Bill is trying to determine what 
is required to be documented in regard to these communications. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding the 
documentation requirements for matters communicated with governance? 


2. Enter the exact section and paragraph with helpful information. 
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Fred Flintstone is a staff accountant at Granite, Rubble, & Dino, CPAs and is working on his first audit 
engagement. He has heard a lot of conflicting information about the auditor's responsibility for 
fraud in a financial statement audit engagement and wants to clarify what the actual responsibilities 
are. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding the 
auditor's responsibility for fraud in a financial statement audit? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation 7 
1_— 
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Hardy & Hale have recently decided to get together to form their own firm in which they will be 
performing financial statement audits. They are in the process of developing a quality control 
policies and procedures and want to make certain that they are complying with applicable 
standards. They realize that first they should have an understanding of the firm’s objectives in 
establishing a system of quality control. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding the 
objectives of a system of quality control? 


2. Enter the exact section and paragraph with helpful information. 
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The Uniform 
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An auditor has reached a preliminary understanding regarding an engagement to audit a publicly- 
held entity. The auditor wants to make certain that the understanding with the entity's audit 


committee includes all of those components required. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
what must be included in the auditor's understanding established with the audit committee of a 


publicly-held entity in anticipation of an audit? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation Solution 4 


AU-C 


510 


04 


Task-Based Simulation Solution 5 


AU-C 


260 


.20 


Task-Based Simulation Solution 6 


AU-C 


240 


.05 


Task-Based Simulation Solution 7 


QC 


10 


gi. 


Task-Based Simulation Solution 8 


PCAOB 


AS 1301 


Par .05 
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Lecture 1.15 - Research Task Format - Audit 


Research is tested in its own independent task-based simulation problem. Each Audit exam will 
include at least 1 research type TBS. The Candidates will be asked to search through the database 
to find an appropriate reference that addresses the issue presented in the research problem. A 
scenario is presented in which the candidate must find his answer in the authoritative literature 
using a pre-determined list of codes. The candidate will choose the appropriate code title from the 
drop-down list and then enter a specific reference number applicable to their given scenario. 


Using the Authoritative Literature, the candidate will search for keywords associated with the 
question using the search box, which will pull up all references within the literature to those 
keywords. From there, the candidate should use the “search within” function to find specific 
instances of keywords within each subsection. Keywords will be highlighted in the text and the 
candidate can go through them to find the relevant text that answers the research problem. 


Research questions will also alert the candidate if they have correctly formatted their answer by 
displaying “Your response is correctly formatted” in a box below the candidate response if the 
candidate has entered reference numbers correctly. For example, single-digit reference numbers 
(such as “paragraph 3”) may be formatted as a two-digit response (such as “paragraph “03”). A good 
tool is to also use the Authoritative Literature to look up answers to other TBS in the exam, for 
example, if they ask you about an audit report, use the Authoritative Literature to assist you in 
solving this type of TBS. 


The Authoritative literature for Audit has the most choices available. We have provided an example 
for the most frequently tested code sections below. 


AUDIT Professional Authoritative Literature for Research Questions 


The first step in performing a research question for the AUD exam is to determine what set of 
standards the question relates to. Standards tested on the AUD exam include Statements on 
Auditing Standards (SAS) for nonpublic U.S. entities, AU-C; auditing standards for public U.S. entities, 
PCAOB-AS; Statements on Standards for Attestation Engagements (SSAE), AT-C; Statements on 
Standards for Accounting and Review Services (SSARS) standards for reviews, compilations, or 
preparation engagements of nonpublic entities, AR-C; the AICPA Code of Professional Conduct, ET; 
the bylaws applicable to members of the AICPA, BL; standards for valuation services, VS; standards 
for consulting services, CS; standards for personal financial planning services, PFP; requirements for 
continuing professional education, CPE; tax services, TS, peer review standards, PR, and quality 
control standards, QC. 


AU-C U.S. Clarified Auditing Standards for financial statement audits of nonpublic entities. 

The primary source of authoritative literature for the performance of an audit of a non-public entity 
in the U.S. consists of Statements on Auditing Standards (SAS) issued by the Auditing Standards 
Board (ASB), the senior technical body of the AICPA designated to issue pronouncements on 
auditing matters applicable to the preparation and issuance of audit reports for nonissuers. 


In performing a research question related to auditing standards for nonpublic entities, after 
determining that the appropriate source will be SASs, the AU-C literature, the next step would be to 
determine which section of the standards the information is likely to be included in. 
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The sections of the clarified auditing standards for nonpublic entities are: 


AU-C 200 - Overall objectives of the independent auditor and the conduct of an audit in accordance 
with GAAS 
AU-C 210 - Terms of engagement 
AU-C 220 - Quality control for an engagement conducted in accordance with GAAS 
AU-C 230 - Audit documentation 
= AU-C 9230 - Audit documentation - auditing interpretation of section 230 
AU-C 240 - Consideration of fraud in a financial statement audit 
AU-C 250 - Consideration of laws and regulations in an audit of financial statements 
AU-C 260 - The auditor's communication with those charged with governance 
AU-C 265 - Communicating internal control related matters identified in an audit 
= AU-C 9265 - Communicating internal control related matters identified in an audit - 
auditing interpretation of section 265 
AU-C 300 - Planning an audit 
AU-C 315 - Understanding the entity and its environment and assessing the risks of material 
misstatement 
AU-C 320 - Materiality in planning and performing an audit 
AU-C 330 - Performing audit procedures in response to assessed risks and evaluating the audit 
evidence obtained 
AU-C 402 - Audit considerations relating to an entity using a service organization 
AU-C 450 - Evaluation of misstatements identified during the audit 
AU-C 500 - Audit evidence 
= AU-C 9500 - Audit evidence - auditing interpretation of section 500 
AU-C 501 - Audit evidence - Specific consideration for selected items 
AU-C 505 - External confirmations 
AU-C 510 - Opening balances - Initial audit engagements, including reaudit engagements 
AU-C 520 - Analytical procedures 
AU-C 530 - Audit sampling 
AU-C 540 - Auditing accounting estimates, including fair value accounting estimated, and related 
disclosures 
AU-C 550 - Related parties 
AU-C 560 - Subsequent events and subsequently discovered facts 
AU-C 570 - The auditor's consideration of an entity's ability to continue as a going concern 
= AU-C 9570 - The auditor's consideration of an entity's ability to continue as a going 
concern - auditing interpretation of section 570 
AU-C 580 - Written representations 
AU-C 585 - Consideration of omitted procedures after the report release date 
AU-C 600 - Special considerations - Audits of group financial statements including the work of 
component auditors 
= AU-C 9600 - Special considerations - Audits of group financial statements including 
the work of component auditors - auditing interpretation of section 600 
AU-C 610 - Using the work of internal auditors 
AU-C 610A - The auditor's consideration of the internal audit function in an audit of financial 
statements 
AU-C 620 - Using the work of an auditor's specialist 
= AU-C 9620 - Using the work of an auditor's specialist - auditing interpretation of 
section 620 
AU-C 700 - Forming an opinion and reporting on financial statements 
=  AU-C 9700 - Forming an opinion and reporting on financial statements - auditing 
interpretation of section 700 
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AU-C 705 - Modifications to the opinion in the independent auditor's report 
AU-C 706 - Emphasis-of-matter paragraphs and other-matter paragraphs in the independent 
auditor's report 
AU-C 708 - Consistency of financial statements 
AU-C 720 - Other information in documents containing audited financial statements 
AU-C 725 - Supplementary information in relation to the financial statements as a whole 
= AU-C 9725 - Supplementary information in relation to the financial statements as a 
whole - auditing interpretation of section 725 
AU-C 730 - Required supplementary information 
AU-C 800 - Special considerations - Audits of financial statements prepared in accordance with 
special purpose frameworks 
AU-C 805 - Special considerations - Audits of single financial statements and specified elements, 
accounts, or items of a financial statement 
= AU-C 9805 - Special considerations - Audits of single financial statements and 
specified elements, accounts, or items of a financial statement - auditing 
interpretation of section 805 
AU-C 806 - Reporting on compliance with aspects of contractual agreements or regulatory 
requirements in connection with audited financial statements 
AU-C 810 - Engagements to report on summary financial statements 
AU-C 905 - Alert that restricts the use of the auditors written communication 
AU-C 910 - Financial statements prepared in accordance with a financial reporting framework 
generally accepted in another country 
AU-C 915 - Reports on application of requirements of an applicable financial reporting framework 
AU-C 920 - Letters for underwriters and certain other requesting parties 
AU-C 920A - Letters for underwriters and certain other requesting parties 
AU-C 925 - Filings with the U.S. Securities and Exchange Commission under the Securities Act of 
1933 
AU-C 930 - Interim financial information 
AU-C 935 - Compliance audits 
Once the appropriate section has been identified, scanning the section, if relatively short, or using a 
word search, if the section is longer, will generally be sufficient to quickly identify the specific 
paragraph being sought. 


Sample research question: 

Identify the section of professional standards that describes from whom written representation should be 
obtained. 

Answer: Written representations are considered a form of audit evidence. Written representations is the 
title of AU-C 580, which is where the answer is most certainly to be found. Scrolling in that section, under 
requirements, the first caption is “Management From Whom Written Representations Are Requested” and 
paragraph AU-C 580.09 indicates “The auditor should request written representations from management 
with appropriate responsibilities for the financial statements and knowledge of the matters concerned.” 
Solution: AU-C 580.09 


The Public Company Accounting Oversight Board, or PCAOB-AS - is a nonprofit corporation 
established by Congress to oversee the audits of public entities, referred to as issuers, in order to 
protect investors and the public interest by promoting informative, accurate, and independent audit 
reports. The PCAOB-AS standards have been codified and are organized as follows: 
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General Auditing Standards 


1000 - General Principles and Responsibilities 
AS 1001: Responsibilities and Functions of the Independent Auditor 
AS 1005: Independence 
AS 1010: Training and Proficiency of the Independent Auditor 
AS 1015: Due Professional Care in the Performance of Work 


1100 - General Concepts 
AS 1101: Audit Risk 
AS 1105: Audit Evidence 
AS 1110: Relationship of Auditing Standards to Quality Control Standards 


1200 - General Activities 
AS 1201: Supervision of the Audit Engagement 
AS 1205: Part of the Audit Performed by Other Independent Auditors 
AS 1210: Using the Work of a Specialist 
AS 1215: Audit Documentation 
AS 1220: Engagement Quality Review 


1300 - Auditor Communications 
AS 1301: Communications with Audit Committees 


AS 1305: Communications About Control Deficiencies in an Audit of Financial Statements 


Audit Procedures 


2100 - Audit Planning and Risk Assessment 
AS 2101: Audit Planning 
AS 2105: Consideration of Materiality in Planning and Performing an Audit 
AS 2110: Identifying and Assessing Risks of Material Misstatement 


2200 - Auditing Internal Control Over Financial Reporting 
AS 2201: An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit 
of Financial Statements 


2300 - Audit Procedures in Response to Risks - Nature, Timing, and Extent 
AS 2301: The Auditor's Responses to the Risks of Material Misstatement 
AS 2305: Substantive Analytical Procedure 
AS 2310: The Confirmation Process 
AS 2315: Audit Sampling 


2400 - Audit Procedures for Specific Aspects of the Audit 
AS 2401: Consideration of Fraud in a Financial Statement Audit 
AS 2405: Illegal Acts by Clients 
AS 2410: Related Parties 
AS 2415: Consideration of an Entity’s Ability to Continue as a Going Concern 


2500 - Audit Procedures for Certain Accounts or Disclosures 
AS 2501: Auditing Accounting Estimates 
AS 2502: Auditing Fair Value Measurements and Disclosures 
AS 2503: Auditing Derivative Instruments, Hedging Activities, and Investments in Securities 
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AS 2505: Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments 
AS 2510: Auditing Inventories 


2600 - Special Topics 
AS 2601: Consideration of an Entity’s Use of a Service Organization 
AS 2605: Consideration of the Internal Audit Function 
AS 2610: Initial Audits - Communications Between Predecessor and Successor Auditors 


2700 - Auditor’s Responsibilities Regarding Supplemental and Other Information 
AS 2701: Auditing Supplemental Information Accompanying Audited Financial Statements 
AS 2705: Required Supplementary Information 
AS 2710: Other Information in documents Containing Audited Financial Statements 


2800 - Concluding Audit Procedures 
AS 2801: Subsequent Events 
AS 2805: Management Responsibilities 
AS 2810: Evaluating Audit Results 
AS 2815: The Meaning of “Present Fairly in Conformity with Generally Accepted Accounting 
Principles” 
AS 2820: Evaluating Consistency of Financial Statements 


2900 - Post-Audit Matters 
AS 2901: Consideration of Omitted Procedures After the Report Date 
AS 2905: Subsequent Discovery of Facts Existing at the Date of the Auditor's Report 


Auditor Reporting 


3100 - Reporting on Audits of Financial Statements 
AS 3101: The Auditor's Report on an Audit of Financial Statements When the Auditor Expresses 
an Unqualified Opinion 
AS 3105: Departures from Unqualified Opinions and Other Reporting Circumstances 
AS 3110: Dating of the Independent Auditor's Report 


3300 - Other Reporting Topics 
AS 3305: Special Reports 
AS 3310: Special Reports on Regulated Companies 
AS 3315: Reporting on Condensed Financial Statements and Selected Financial Data 
AS 3320: Association with Financial Statements 


Matters Relating to Filings Under Federal Securities Laws 
AS 4101: Responsibilities Regarding Filings Under Federal Securities Statutes 
AS 4105: Reviews of Interim Financial Information 


Other Matters Associated with Audits 
AS 6101: Letters for Underwriters and Certain Other Requesting Parties 
AS 6105: Reports on the Application of Accounting Principles 
AS 6110: Compliance Auditing Considerations in Audits of Recipients of Governmental Financial 
Assistance 
AS 6115: Reporting on Whether a Previously Reported Material Weakness Continues to Exist 
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Sample research question: 

Assume that you are assigned to the audit of Roger Corporation, an issuer company. Your firm is performing its 
first integrated audit for the company, and the partner on the engagement has asked you to research 
professional standards to identify the factors that should be considered in planning the audit and may affect 
the firm's audit procedures. Identify and insert the reference in the following box. 


Answer: An audit of internal control over financial reporting that is integrated with an audit of financial 
statements is the topic of AS 2201. Scrolling quickly down that section, there is a heading “Planning the Audit”, 
under which paragraph 2201.09 indicates “The auditor should properly plan the audit of internal control over 
financial reporting and properly supervise the engagement team members. When planning an integrated 
audit, the auditor should evaluate whether the following matters are important to the company’s financial 
statements and internal control over financial reporting and, if so, how they will affect the auditor's procedures 


“ 


Solution: PCAOB AS 2201 Par. 09 


AT-C: Attestation Engagements (SSAE) 

When a CPA performs an attestation engagement, the authoritative literature is the Statements on 
Standards for Attestation Engagements (SSAEs), which are issued by senior technical bodies of 
the AICPA designated to issue pronouncements on attestation matters. The primary objective of 
attestation standards (AT-C) is to provide guidance for performing and reporting on attestation 
engagements. 


Although attestation engagements are not audits of financial statements, to which SASs apply, or 
reviews of financial statements, to which SSARS apply, they are similar in many respects. Attestation 
engagements consist of examinations, in which the accountant expresses an opinion; reviews, in 
which the accountant expresses a conclusion; and agreed-upon procedures engagements, in which 
the accountant expresses findings. They are distinct from audits and reviews of financial statements 
in that, instead of comparing financial information to an applicable financial reporting framework, 
attestation engagements involve reporting on the reliability of subject matter or an assertion about 
the subject matter, as measured against suitable and available criteria. 


The Attestation Standards (AT-C) are organized as follows: 


AT-C Introduction 
AT-C Glossary 
AT-C 100 - Common Concepts 
e AT-C 105 - Concepts common to All Attestation Engagements 
AT-C 200 - Level of Service (ERA) 
e AT-C 205 - Examination Engagements 
e AT-C 210 - Review Engagements 
e AT-C 215 - Agreed-Upon Procedures Engagements 
AT-C 300 - Subject Matter 
e AT-C 305 - Prospective Financial Statements 
e AT-C 310 - Reporting on Pro Forma Financial Information 
e AT-C 315 - Compliance Attestation 
e AT-C 320 - Reporting on an Examination of Controls at a Service Organization 
Relevant to User Entities’ Internal Control Over Financial Reporting 
e AT-C 395 - Management's Discussion and Analysis 


Page 1-66 ©Roger CPA Review 


Audit Standards & Engagement Planning Section 1 


Sample research question: 

In anticipation of a merger, the president of Welcore Inc., a nonpublic audit client of your firm, would like to 
present a projection to shareholders that is intended to present what the president believes to be the likely 
impact of the transaction. The president has asked you to perform an examination of the projection so that 
you can express an opinion as to whether the prospective financial information is presented in accordance with 
the guidelines for the presentation of prospective financial information, as established by the AICPA, and 
whether the assumptions underlying the projection are suitably supported and provide a reasonable basis for 
the president's projection, given the hypothetical assumptions regarding the business combination. Which 
section of the Professional Standards addresses this issue? 


Answer: Prospective financial statements are addressed in AT- C Section 305, entitled “Prospective Financial 
Information”. Scrolling down that section, there is a heading entitled “Objectives of an Examination 
Engagement”. Paragraph .07 under that heading begins with “In conducting an examination of prospective 
financial information, the objectives are...” 

Solution: AT-C 305.07 


AR-C: Statements on Standards for Accounting and Review Services (SSARS) apply to 
preparation engagements, compilations and reviews of nonpublic company financial statements. They 
do not cover preparing a trial balance, assisting in adjustments, consulting on accounting or tax 
matters, preparing tax returns, preparing manuals, and processing financial data, which are 
considered bookkeeping services. They apply exclusively to nonpublic entities, also referred to as 
nonissuers. 


SSARS concern the preparation of financial statements for a client, which does not involve the 
issuance of a report, or the compilation or review of financial statements, both of which do require 
the accountant to issue a report. The principals and requirements related to preparation, 
compilation, and review engagements are not limited to financial statements. They may also be 
applied to engagements for the preparation, compilation, or review of financial information. 


SSARS also provides guidance on the compilations and reviews of comparative financial statements, 
pro forma financial information, and personal financial statements included in written personal 
financial plans. 


SSARS, like the other standards, have been codified. 


The sections of the standards related to preparation engagements, compilations, and reviews are 

(AR-C): 

AR-C 60 - General Principles for Engagements Performed in Accordance With Statements on 
Standards for Accounting and Review Services 

AR-C 70 - Preparation of Financial Statements 

AR-C 80 - Compilation Engagements 

AR-C 90 - Review of Financial Statements 
e AR-C 9090 - Review of Financial Statements - Accounting and Review Services 

Interpretation of Section 90 
AR-C 120 - Compilation of Pro Forma Financial Information 


©Roger CPA Review Page 1-67 


Section 1 Audit Standards & Engagement Planning 


Sample research question: 

The president of Enright Corporation, a client, asked you to perform a review of the financial statements for 
the current year only. You have completed your fieldwork and find you can issue an unmodified review 
report. Which section of the Professional Standards indicates what, is required to be included in an 
unmodified review report for the financial statements of a single year? 


Answer: Reviews of financial statements are the subject matter of AR-C section 90. Scrolling in AR-C Section 
90, There is a heading entitled “Reporting on the Financial Statements” followed by a sub-heading entitled 
“Accountant's Review Report”. Paragraph 39 under that sub-heading begins with “The written review report 
should include...” 

Solution: AR-C 90.39 


ET-Code of Professional Conduct (CODE) 

The AICPA Code of Professional Conduct (ET) was created to provide guidance and rules to all 
members of the AlICPA—those in public practice, in industry, in government, and in education—in 
the performance of their professional responsibilities. It includes principles and rules as well as 
interpretations and guidance. The principles provide a framework upon which the rules are based, 
which in turn govern the performance of professional responsibilities. 


The Code is divided into 4 chapters consisting of a preface that applies to all members, part 1 for 
members in public practice, part 2 for members in business, and part 3 for other members. A rule is 
specific in a numbered paragraph, followed by interpretations and guidance. As an example, the 
Independence rule is in part 1 and is paragraph 1.200.001. The rule is followed by “Interpretations 
under the Independence Rule” in paragraphs 1.200.005 through 1.297.030.03. 


The Code has been codified as follows: 


Preface - All Members 
ET 0.100 - Overview of the Code of Professional Conduct 
ET 0.200 - Structure and Application of the AICPA Code 
ET 0.300 - Principles of Professional Conduct 
ET 0.400 - Definitions 
ET 0.500 - Nonauthoritative Guidance 
ET 0.600 - New, Revised, and Pending Interpretations and Other Guidance 
ET 0.700 - Deleted Interpretations and Other Guidance 


Part 1 - Members in Public Practice 
ET 1.000 - Introduction 
ET 1.100 - Integrity and Objectivity 
ET 1.200 - Independence 
ET 1.300 - General Standards 
ET 1.310 - Compliance With Standards 
ET 1.320 - Accounting Principles 
ET 1.400 - Acts Discreditable 
ET 1.500 - Fees and Other Types of Remuneration 
ET 1.600 - Advertising and Other Forms of Solicitation 
ET 1.700 - Confidential Information 
ET 1.800 - Form of Organization and Name 


Part 2 - Members in Industry 
ET 2.000 - Introduction 
ET 2.100 - Integrity and Objectivity 
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ET 2.300 - General Standards 

ET 2.310 - Compliance With Standards 
ET 2.320 - Accounting Principles 

ET 2.400 - Acts Discreditable 


Part 3 - Other Members 
ET 3.000 - Introduction 
ET 3.400 - Acts Discreditable 


Sample research question: 

You work with a CPA firm as an assistant. The senior on the XYZ audit has asked you to determine whether you 
are eligible to work on the XYZ audit since he knows that you own 100 shares of XYZ worth $700 in total. He has 
asked you to research the following: He thinks that he recalls the issue relates to whether you are or are not a 
“covered member.” He would like you to find the definition of a covered member in the professional standards. 
What section and paragraph addresses the definition of a covered member. 


Answer: Definitions are provided in the preface to the Code of Professional Conduct in section ET 0.400. The 
definitions are listed in alphabetical order and “Covered member” is defined in paragraph .12. 
Solution: ET 0.400.12 


BL-Bylaws 
Bylaws of the American Institute of Certified Public Accountants (BL), governing matters of 


membership and governance of the Institute. Contained in the same publication as the Code of 
Professional Conduct. 


The sections of the Bylaws are as follows: 


BL 100 - Name and Purpose 

BL 200 - Admission to, and Retention of, Membership and Association 

BL 300 - Organization and Procedure 

BL 400 - Financial Management and Controls 

BL 500 - Meetings of the Institute and the Council 

BL 600 - Election of Council, Board of Directors, and Officers of the Institute 
BL 700 - Termination of Membership and Disciplinary Sanctions 

BL 800 - Amendments 

BL 900 - General 


VS-Statements on Standards for Valuation Services 

The AICPA Statement on Standards for Valuation Services (SSVS) establishes standards for AICPA 
members who are engaged to, or, as part of another engagement, estimate the value of a business 
(including not-for-profit entities or activities), business ownership interest, security, or intangible 
asset. Although the SSVS have been codified, there is only one section, VS 100, Valuation of a 
Business, Business Ownership Interest, Security, or Intangible Asset. 


CS-Statement on Standards for Consulting Services 

The AICPA Statement on Standards for Consulting Services (SSCS) provides behavioral standards for 
the conduct of consulting services. The SSCS includes the General Standards found in Rule 201 of 
the AICPA Professional Code of Conduct plus three additional standards found in Rule 203, including 
Client Interest, Understanding with the Client and Communication with the Client. Consulting 
services differ fundamentally from the CPA's function of attesting to the assertions of other parties. 
In an attest service, the practitioner expresses a conclusion about the reliability of a written 
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assertion that is the responsibility of another party, the asserter. In a consulting service, the 
practitioner develops the findings, conclusions, and recommendations presented. The nature and 
scope of work is determined solely by the agreement between the practitioner and the client. 
Generally, the work is performed only for the use and benefit of the client. 


The only section of SSCS is CS 100, Statements on Standards for Consulting Services. 


PFP-Personal Financial Planning 

The AICPA Statement on Standards in Personal Financial Planning Services (PFP) establishes 
responsibilities in providing personal financial planning services. The only section of PFP is PFP 100, 
Statement on Responsibilities in Personal Financial Planning Practice. 


CPE-Continuing Professional Education 

The AICPA Statement on Standards for Continuing Professional Education Programs (CPE) 
establishes a framework for the development, presentation, measurement, and reporting of CPE 
programs and thereby help to ensure that accounting professionals receive the quality continuing 
professional education necessary to satisfy their obligations to serve the public interest. 


TS-Tax Services 


The AICPA's Statements on Standards for Tax Services (SSTSs) are enforceable tax practice standards 
for members of the AICPA. The SSTSs apply to all members regardless of the jurisdictions in which 
they practice and the types of taxes with respect to which they are providing services. The SSTSs are 
organized into the following sections from which to choose: 

e 7S 100 - Tax Return Positions 

e TS 200 - Answers to Questions on Returns 

e TS 300 - Certain Procedural Aspects of Preparing Returns 

e TS 400 - Use of Estimates 

e TS 500 - Departure From a Position Previously Concluded in an Administrative Proceeding or 

Court Decision 
e TS 600 - Knowledge of Error - Return Preparation and Administrative Procedures 
e TS 700 - Form and Content of Advice to Taxpayers 


PR-Peer Review Standards 

The Standards for Performing & Reporting on Peer Reviews and Interpretations provide information 
on administering, planning, performing, reporting on and the acceptance of peer reviews of CPA 
firms (and individuals) enrolled in the AICPA Peer Review Program. 


QC-Quality Control Standards 

The AICPA Statements on Quality Control Standards (SQCSs) govern quality control standards 
established by the AICPA. The AICPA's Quality Control Standards do not address the quality-control 
ramifications of the Sarbanes-Oxley Act nor do they address the quality control ramifications of the 
PCAOB standards that must be followed by auditors of issuers. NOTE: the CPA exam will cover only 
those standards currently in force. 


There is only one section of the SQCS, QC 10, A Firm's System of Quality Control. 
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Sample research question: 
Assume that you are employed by Wilson & Wilson CPAs. One of the partners has asked you to research the 

professional standards for the section that identifies the elements of a firm’s quality control standards. Identify 
the section and place the reference in the box below. 


Answer: QC 10A.17 


Use this chart for Audit Research questions 


Professional Standards Selections 
AU-C U.S. Auditing Standards 
PCAOB-AS | PCAOB Auditing Standards 
AT-C Attestation Services 
Statements on Standards for Accounting & 
AR-C Review Services 
ET Code of Professional Conduct 
BL Bylaws 
Statements on Standards for Valuation 
VS Services 
Statement on Standards for Consulting 
cs Services 
PFP Personal Financial Planning 
CPE Continuing Professional education 
TS Tax Services 
PR Peer Review Standards 
Qc Quality Control Standards 
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Lecture 1.16 - Engagement Planning - Class Question - 
DRS 


Document Review Simulation 1 
1_— 
enter, E 3S? eo 
CPA Examination 


Scroll down to complete all parts of this task. 


Background 


You are an experienced senior associate of Shipley LLC, a large national auditing firm. You have just 
been assigned to the Financial Statement audit of Daley Company (“Daley”), a non-issuer, for the 
year ended 20X6. Although Daley is a new client for you, Shipley LLC has been performing the audit 
for more than a decade. 


Company Profile 


Daley Company is a manufacturer of premium stuffed animals and other soft infant toys, and has 
been in existence for nearly thirty-five years. Daley has a strong presence in the high-end infant and 
toy markets. One of Daley's signature competitive advantages is that their classically themed 
products all include hand-made elements, and are known to be high quality. Daley owns its own 
manufacturing facility, located in Nebraska. Daley has historically experienced solid growth, at times 
into the double digits, which has slowed in recent years. The company is divided into several 
divisions, which are aligned with its major product lines. In 20X4, Daley entered a contract to 
produce stuffed animal versions of characters from Timmy Tiger, a popular young child's television 
show. 


Marketing 


Daley operates in a highly competitive industry, which has experienced increased competition from 
newer companies that are able to mass produce less expensive, more “trendy” products. The 
company’s distribution channel consists of high-end boutiques and toy stores. Daley has resisted the 
trend to sell through big box stores or through large online retailers. Its products are only sold and 
shipped in the lower 48 states of the USA. Consistent with industry practice, Daley follows a policy of 
FOB destination. 


Management 


The company is a family run partnership, with two generations of the Washington family currently 
involved in operations. There is a five-member audit committee, which is comprised of both family 
members and business associates of the partners. There is also a seven-member Board of Directors, 
which is comprised of family members with a partnership interest in the company, but who are not 
involved in the day-to-day operations of Daley. 


President and CEO, Thomas Washington, is one of the founding partners. He has been a successful 
businessman throughout his career. However, he has recently been butting heads with his son, 
Mark Washington, who was recently named Executive Vice President of the company. The two have 
differing visions for the future of the company and different ideas about how to remain competitive. 
The CFO, MaryAnn Washington Sparks, has held that role for three years. Both Mark and MaryAnn 
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have “grown up” in the company by working at a stream of increasingly responsible roles. The Vice 
President of Marketing, Henry Washington, is Thomas’ brother. Henry's son Fred also works in the 
Finance department as Controller, but does not get along well with MaryAnn and frequently 
complains about his compensation and about being passed over for the role of CFO. 


Engagement 


The previous senior associate on the engagement, George Smith, participated in the audit of Daley 
Company for the past three years. George began work on this year’s interim controls update and 
audit planning. However, due to medical problems, George was neither able to complete his work, 
nor finish reviewing the work of his staff, and is now on an extended medical leave. 


Daley has provided you with its draft balance sheets and income statements. You must review the 
prior year audit program and work papers, the interim work performed, and the client's draft 
financial statements in order to prepare the audit program for 20X6. 


Review the prior year audit program. Based on the review of the prior year's audit program, draft 
financial statements, and the interim fieldwork update memo, analyze each step of the assets 
section of the Proposed 20X6 Audit Program. Revise the Proposed 20X6 Audit Program, correcting 
any errors, adding any necessary steps, and removing any inappropriate or unnecessary items. 
Ensure that the 20X6 audit program is appropriate, given the information provided. 


To revise the Proposed 20X6 Audit Program, click on each segment of underlined text below and 
select the needed correction, if any, from the list provided. If the underlined text is already correct in 
the context of the document, select [Original text] from the list. If removal of the entire underlined 
text is the best revision to the document, select [Delete text] from the list. 


If a procedure is required other than the one indicated in the original text, the appropriate 
procedure should be selected from the remaining items in the list. 


Proposed 20X6 Audit Program 


Daley Company 
Year ended December 31, 20X6 
Year-end Audit 


Accounts Receivable: 


1. Obtain a summary schedule of all Accounts Receivable accounts. Agree each account 
balance to the Trial Balance. Tie the schedule total to the Financial Statements. 


2. Confirm balances > $79,200. Investigate any discrepancies. 


3. Examine Allowance for Doubtful Accounts for preciseness and consistency with company 
policy. 

4. Trace receivables greater than the materiality threshold to subsequent cash collections in 
20X6. 


Vouch one receivable to original sales transaction documents. Investigate any discrepancies. 


Inquire about discounting and factoring of balances. 


Review cutoff of sales, sales returns, and cash receipts. 


eNO 


No other audit procedures required. 
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Notes Receivable: 


9. Obtain a summary schedule of all Notes Receivable accounts. Agree each account balance to 
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the Trial Balance. Tie the schedule total to the Financial Statements. 


10. Confirm interim balances. Investigate any discrepancies. 


11. Inquire about discounting and factoring of items. 


12. Trace Notes Receivable > $79,200 to subsequent cash collections in 20X6. 


13. Examine Allowance for Doubtful Accounts for preciseness and consistency with company 
policy. 


14. Inquire about new loan agreements. 


15. No other audit procedures required. 


Items for Analysis 


Accounts Receivable: 


Obtain a summary schedule of all Accounts Receivable accounts. Agree each account balance 


to the Trial Balance. Tie the schedule total to the Financial Statements. 


1. 


Choose an option below: 


e [Original text] Obtain a summary schedule of all Accounts Receivable accounts. Agree each 
account balance to the Trial Balance. Tie the schedule total to the Financial Statements. 


e [Delete text] 


e Obtain a summary schedule of all Accounts Receivable accounts. Tie the schedule total to 
the Financial Statements. 


e Obtain a summary schedule of all Accounts Receivable accounts. Agree each account 
balance to the Trial Balance. 


e Obtain a summary schedule of all Accounts Receivable accounts. Agree each account 
balance to the Trial Balance. Foot/recalculate all manual totals on the summary schedule. 
Test foot spreadsheet totals. Tie the schedule total to the Financial Statements. 

e Obtain a summary schedule of all Accounts Receivable accounts. Agree each account 
balance to the Trial Balance. Foot/recalculate all totals on the summary schedule. Tie the 
schedule total to the Financial Statements. 


Confirm balances > $79,200. Investigate any discrepancies. 


2. Choose an option below: 
e [Original text] Confirm balances > $79,200. Investigate any discrepancies. 
e [Delete text] 
e Confirm all balances. Investigate any discrepancies. 
e Confirm balances for all receivables new in fiscal year 20X6. Investigate any discrepancies. 
e Confirm balances for all receivables new in fiscal year 20X6 > $79,200. Investigate any 
discrepancies. 
e Confirm 100% of individually material receivables and a sample of the remaining balances. 
e Confirm 100% of individually material receivables and a sample of the remaining balances. 
Investigate any discrepancies. 
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Examine Allowance for Doubtful Accounts for preciseness and consistency with company 


policy. 


3. Choose an option below: 


[Original text] Examine Allowance for Doubtful Accounts for preciseness and consistency 
with company policy. 
[Delete text] 


Examine Allowance for Doubtful Accounts for preciseness and consistency with company 
policy. Recalculate the Allowance for Doubtful Accounts to ensure that company policy is 
being followed. Investigate and document any digressions from policy. Examine the aging of 
Accounts Receivable to determine the preciseness of the allowance. 


Examine Allowance for Doubtful Accounts for reasonableness and consistency with 
company policy. Recalculate the Allowance for Doubtful Accounts to ensure that company 
policy is being followed. Investigate and document any digressions from policy. Examine the 
aging of Accounts Receivable to determine the adequacy of the allowance. 


Examine Allowance for Doubtful Accounts for preciseness and consistency with company 
policy. Investigate and document any digressions from policy. Examine the aging of Accounts 
Receivable to determine the preciseness of the allowance. 


Examine Allowance for Doubtful Accounts for reasonableness and consistency with 
company policy. Investigate and document any digressions from policy. Examine the aging of 
Accounts Receivable to determine the reasonableness of the allowance. 


Trace receivables greater than the materiality threshold to subsequent cash collections in 


20X6. 


4. Choose an option below: 


[Original text] Trace receivables greater than materiality threshold to subsequent cash 
collections in 20X6. 


[Delete text] 
Trace receivables greater than materiality threshold to subsequent cash collections in 20X5. 


Trace receivables greater than materiality threshold to subsequent cash collections in 20X5 
and 20X6. 


Trace receivables greater than materiality threshold to subsequent cash collections in 20X6 
and 20X7. 


Trace receivables greater than materiality threshold to subsequent cash collections in 20X7. 


Vouch one receivable to original sales transaction documents. Investigate any discrepancies. 


5. Choose an option below: 


[Original text] Vouch one receivable to original sales transaction documents. Investigate any 
discrepancies. 


[Delete text] 
Vouch all Accounts Receivable to original sales transaction documents. Investigate any 
discrepancies. 


Vouch new Accounts Receivable to original sales transaction documents. Investigate any 
discrepancies. 
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Vouch all prior year Accounts Receivable to original sales transaction documents. Investigate 
any discrepancies. 


Inquire about discounting and factoring of balances. 


6. Choose an option below: 


[Original text] Inquire about discounting and factoring of balances. 

[Delete text] 

Inquire about pledging and factoring of balances. 

Inquire about pledging and discounting of balances. 

Inquire about pledging, discounting, and factoring of balances. 

Inquire about pledging, discounting, factoring, and confirming of balances. 


Review cutoff of sales, sales returns, and cash receipts. 


7. Choose an option below: 


[Original text] Review cutoff of sales, sales returns, and cash receipts. 
[Delete text] 

Review cutoff of sales and cash receipts. 

Review cutoff of sales and sales returns. 

Review cutoff of cash receipts and sales returns. 


No other audit procedures required. 


8. Choose an option below: 


[Original text] No other audit procedures required. 

Reperform calculations to evaluate reasonableness of balances in Accounts Receivable and 
Allowance for Doubtful Accounts and to understand account trends. 

Perform analytical procedures on Accounts Receivable and Allowance for Doubtful Accounts 
to evaluate reasonableness of balances and to understand account trends. 


Observe and inquire about the staff's process for determining the proper balance in 
Accounts Receivable and Allowance for Doubtful Accounts to evaluate reasonableness of 
balances and to understand account trends. 


Inspect original documents to evaluate reasonableness of balances in Accounts Receivable 
and Allowance for Doubtful Accounts and to understand account trends. 


Notes Receivable: 


Obtain a summary schedule of all Notes Receivable accounts. Agree each account balance to 


the Trial Balance. Tie the schedule total to the Financial Statements. 


9. Choose an option below: 


[Original text] Obtain a summary schedule of all Notes Receivable accounts. Agree each 
account balance to the Trial Balance. Tie the schedule total to the Financial Statements. 


[Delete text] 


Obtain a summary schedule of all Notes Receivable accounts. Tie the schedule total to the 
Financial Statements. 
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e Obtain a summary schedule of all Notes Receivable accounts. Agree each account balance to 
the Trial Balance. 


e Obtain a summary schedule of all Notes Receivable accounts. Agree each account balance to 
the Trial Balance. Foot/recalculate all manual totals on the summary schedule. Test foot 
spreadsheet totals. Tie the schedule total to the Financial Statements. 


e Obtain a summary schedule of all Notes Receivable accounts. Agree each account balance to 


the Trial Balance. Foot/recalculate all totals on the summary schedule. Tie the schedule total 
to the Financial Statements. 


Confirm interim balances. Investigate any discrepancies. 


10. Choose an option below: 
e [Original text] Confirm interim balances. Investigate any discrepancies. 
e [Delete text] 
e Confirm year-end balances. Investigate any discrepancies. 
e Confirm interim payments. Investigate any discrepancies. 
e Confirm year-end payments. Investigate any discrepancies. 
e Confirm year-end transactions. Investigate any discrepancies. 


Inquire about discounting and factoring of items. 


11. Choose an option below: 
e [Original text] Inquire about discounting and factoring of balances. 
e [Delete text] 
e Inquire about pledging, discounting, and factoring of balances. 
e Inquire about pledging, discounting, factoring, and confirming of balances. 
e Inquire about pledging and factoring of balances. 
e Inquire about pledging and discounting of balances. 


Trace Notes Receivable > $79,200 to subsequent cash collections in 20X6. 


12. Choose an option below: 
e [Original text] Trace Notes Receivable > $79,200 to subsequent cash collections in 20X6. 
e [Delete text] 
e Trace Notes Receivable > $79,200 to subsequent cash collections in 20X7. 
e Trace Notes Receivable > $10,600 to subsequent cash collections in 20X6. 
e Trace Notes Receivable > $10,600 to subsequent cash collections in 20X7. 
e Examine payment received on Notes Receivable in 20X7. 


Examine Allowance for Doubtful Accounts for preciseness and consistency with company 
policy. 


13. Choose an option below: 


e [Original text] Examine Allowance for Doubtful Accounts for preciseness and consistency 
with company policy. 
e [Delete text] 
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Examine Allowance for Doubtful Accounts for reasonableness and consistency with 
company policy. Recalculate the Allowance for Doubtful Accounts to ensure that company 
policy is being followed. Investigate and document any digressions from policy. Examine the 
aging of Notes Receivable to determine the adequacy of the allowance. 


Examine Allowance for Doubtful Accounts for preciseness and consistency with company 
policy. Investigate and document any digressions from policy. Examine the aging of Notes 
Receivable to determine the preciseness of the allowance. 


Examine Allowance for Doubtful Accounts for preciseness and consistency with company 
policy. Recalculate the Allowance for Doubtful Accounts to ensure that company policy is 
being followed. Investigate and document any digressions from policy. Examine the aging of 
Notes Receivable to determine the preciseness of the allowance. 


Examine Allowance for Doubtful Accounts for reasonableness and consistency with 
company policy. Investigate and document any digressions from policy. Examine the aging of 
Notes Receivable to determine the reasonableness of the allowance. 


Inquire about new loan agreements. 


14. Choose an option below: 


[Original text] Inquire about new loan agreements. 
[Delete text] 

Review new loan agreements. 

Vouch new loan agreements. 

Trace new loan agreements to the balance sheets. 
Agree new loan agreements to the balance sheets. 


No other audit procedures required. 


15. Choose an option below: 


[Original text] No other audit procedures required. 


Inquire of management about loans to management and other related parties, 
especially those that have any unique terms. Determine the business purpose of the 
transaction. Evaluate whether any notes require disclosure in the financial 
statements. 


Inquire of management about loans to management and other related parties, 
especially those that have any unique terms. Determine the business purpose of the 
transaction and verify that it has been approved by the Board of Directors. Evaluate 
whether any notes require disclosure in the financial statements. 


Inquire of management about loans to management and other related parties, 
especially those that have unique terms. Determine the business purpose of the 
transaction and verify that it has been approved by the Board of Directors. 


Inquire of management about loans to management and other related parties 
greater than the materiality threshold. Determine the business purpose of the 
transaction and verify that it has been approved by the Board of Directors. Evaluate 
whether any notes require disclosure in the financial statements. 
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Exhibits 


Interim Update Memo 


To: Jack Lincoln, Engagement Partner 
From: George Smith, Senior Associate 
Re: Daley Company Interim Fieldwork Results 


Date: December 15, 20X6 


1. Risk assessments for Daley Company have historically been set at low for the revenue cycle. 
There have been no modifications to the controls during the fiscal year. During tests of 
controls, we noted six instances out of ten where there were errors when we vouched 
amounts in the subledger to original sales documents. We noted that revenue was 
consistently recorded at FOB shipping point. 


2. Risk assessments for Daley Company have historically been set at low for the purchasing 
cycle. There have been no modifications to the controls during the fiscal year. No exceptions 
were noted during tests of controls. 


3. Consistent with the audits of the last five years, we recommend setting materiality at 5% of 
net income, or $79,200. 


4. During our interviews with Finance Department staff, several of them mentioned the 
increasing amount of disagreements between the Controller and CFO. The number of 
arguments seems to have increased from the prior year. 


5. We met with senior management (CEO, Executive Vice President, and CFO). It was noted that 
both net sales and net income amounts were significantly lower than budgeted for the first 
ten months of the fiscal year. The CEO stated that this is due to the company’s new ventures, 
such as the Timmy Tiger product line. The Executive Vice President stated that the 
disappointing results were due to the closing of several high-end brick and mortar stores, 
which were major customers for Daley. 
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Minutes of Special Meeting 


Daley Company 
Minutes of Special Meeting of December 20, 20X6 


Members Present: All seven members present. 


Agenda items: 
1. Approval of Thomas Washington’s recommendation to immediately cease production of 
all Timmy Tiger products. Mark Washington recommended against this action. 
2. Approval of interest-free, open-ended loan of $225,000 to MaryAnn Washington Sparks. 
3. Approval of agreement to a settlement in harassment suit against Henry Washington by 
former employee. 


Actions taken: 
1. Agenda item #1 not approved. 
2. Agenda item #2 not approved. 
3. Agenda item #3 approved by majority. 


Draft Financial Statements 


Daley Company 
Income Statements - Draft for Discussion Purposes Only 
For the years ended December 31, 20X6 and 20X5 

20X6 20X5 
Sales, net of returns & allowances 2,850,700 4,760,200 
Less: Cost of goods sold (1,498,900) (1,666,100) 
Net sales 1,351,800 3,094,100 
Compensation expense 824,600 819,500 
Legal expense 250,000 47,000 
Utilities expense 79,530 72,600 
Lease expense 120,000 120,000 
Depreciation expense 9,200 89,500 
Other expense 31,900 36,700 
Total expense 1,315,230 1,185,300 
Net operating revenue 36,570 1,908,800 
Gain on sale 400,000 
Income taxes 228,000 324,100 
Net revenue 208,570 1,584,700 
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Daley Company 
Balance Sheets - Draft for Discussion Purposes Only 
December 31, 20X6 and 20X5 


Current Assets: 
Cash & Cash Equivalents 
Accounts Receivable 
Less: Allowance for Doubtful Accounts 
Prepaid Expenses 
Inventory (at LCM) 
Notes Receivable 
Total Current Assets 


Long-Term Assets: 
Buildings, at cost 
Less: Accumulated Depreciation 
Furniture & Fixtures 
Less: Accumulated Depreciation 
Total Long-Term Assets 

Total Assets 


Current Liabilities: 
Accounts Payable 
Current Portion of Long-Term Debt 
Taxes Payable 
Accrued Expenses 
Accrued Vacation 
Total Current Liabilities 


Long-Term Liabilities: 
Notes Payable 


Total Liabilities 


Common Stock 
Retained Earnings 
Dividends Paid 

Total Equity 

Total Liabilities and Equity 


20X6 20X5 
2,534,360 2,996,130 
540,200 290,800 
10,800 5,800 
76,700 65,270 
3,180,620 2,070,600 
475,000 250,000 
6,817,680 5,678,600 
- 1,250,000 
(833,300) (833,000) 
92,000 90,000 
(36,200) (27,000) 
(777,500) 480,000 
6,040,180 6,158,600 

20X6 20X5 
337,040 307,130 
300,000 300,000 
225,300 200,100 
42,600 29,700 
15,000 10,000 
919,940 846,930 
1,100,000 1,400,000 
2,019,940 2,246,930 
400,000 400,000 
4,220,240 4,011,670 
(600,000) (500,000) 
4,020,240 3,911,670 
6,040,180 6,158,600 
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Prior Year Audit Program 


Daley Company 
Year ended December 31, 20X5 
Year-end Audit 


Accounts Receivable 


Obtain a summary schedule of all Accounts Receivable accounts. Agree each account 
balance to the Trial Balance. Tie the schedule total to the Financial Statements. 


Confirm balances > $79,200. Investigate any discrepancies. 


Examine Allowance for Doubtful Accounts for preciseness and consistency with company 
policy. 

Trace receivables greater than the materiality threshold to subsequent cash collections in 
20X6. 


Vouch one receivable to original sales transaction documents. Investigate any 
discrepancies. 


Inquire about discounting and factoring of balances. 


Review cutoff of sales, sales returns, and cash receipts. 


Notes Receivable: 


Obtain a summary schedule of all Notes Receivable accounts. Agree each account 
balance to the Trial Balance. Tie the schedule total to the Financial Statements. 


Confirm balances. Investigate any discrepancies. 
Inquire of management about discounting and factoring of items. 
Trace Notes Receivable > $79,200 to subsequent cash collections in 20X6. 


Examine Allowance for Doubtful Accounts for preciseness and consistency with company 
policy. 


Inquire about new loan agreements. 
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Document Review Simulation Solution 1 


Proposed 20X6 Audit Program 


Daley Company 
Year ended December 31, 20X6 
Year-end Audit 


Accounts Receivable: 


1. 


Obtain a summary schedule of all Accounts Receivable accounts. Agree each account balance to 
the Trial Balance. Foot/recalculate all totals on the summary schedule. Tie the schedule total to 
the Financial Statements. 


Confirm 100% of individually material receivables and a sample of the remaining balances. 
Investigate any discrepancies. 


Examine Allowance for Doubtful Accounts for reasonableness and consistency with company 
policy. Recalculate the Allowance for Doubtful Accounts to ensure that company policy is being 
followed. Investigate and document any digressions from policy. Examine the aging of Accounts 
Receivable to determine the adequacy of the allowance. 


Trace receivables greater than materiality threshold to subsequent cash collections in 20X7. 


Vouch new Accounts Receivable to original sales transaction documents. Investigate any 
discrepancies. 


Inquire about pledging, discounting, and factoring of balances. 
Review cutoff of sales, sales returns, and cash receipts. 


Perform analytical procedures on Accounts Receivable and Allowance for Doubtful Accounts to 
evaluate reasonableness of balances and to understand account trends. 


Notes Receivable: 


9. 


10. 
11. 
12. 
13. 


14. 
15. 


Obtain a summary schedule of all Notes Receivable accounts. Agree each account balance to the 
Trial Balance. Foot/recalculate all totals on the summary schedule. Tie the schedule total to the 
Financial Statements. 


Confirm year-end balances. Investigate any discrepancies. 
Inquire about pledging, discounting, and factoring of balances. 
Trace Notes Receivable > $10,600 to subsequent cash collections in 20X7. 


Examine Allowance for Doubtful Accounts for reasonableness and consistency with company 
policy. Recalculate the Allowance for Doubtful Accounts to ensure that company policy is being 
followed. Investigate and document any digressions from policy. Examine the aging of Notes 
Receivable to determine the adequacy of the allowance. 


Review new loan agreements. 


Inquire of management about loans to management and other related parties, especially those 
that have any unique terms. Determine the business purpose of the transaction and verify that it 
has been approved by the Board of Directors. Evaluate whether any notes require disclosure in 
the financial statements. 
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Explanations 


Accounts Receivable: 


1. 


Obtain a summary schedule of all Accounts Receivable accounts. Agree each account balance to 
the Trial Balance. Foot/recalculate all totals on the summary schedule. Tie the schedule total to 
the Financial Statements. 


The correct procedure is the sixth answer choice, “Obtain a summary schedule of all Accounts 
Receivable accounts. Agree each account balance to the Trial Balance. Foot/recalculate all totals 
on the summary schedule. Tie the schedule total to the Financial Statements.” The summary 
schedule of all Accounts Receivable will include a list of all the different Accounts Receivable 
accounts within the various locations and divisions of the entity, with subtotals for each group of 
related accounts. Each of the accounts will also be listed on the Trial Balance and the 
accountant will make certain that each balance on the Trial Balance is in agreement with the 
balance on the schedule. The accountant will verify the clerical accuracy of the schedule by 
footing or recalculating all of the balances on the schedule to make certain that an error was not 
made or that the total was not fraudulently misstated. The accountant will also make certain 
that the amount on the Financial Statements, which will be the total, agrees with the total on the 
schedule to make certain that the Financial Statements are accurate. 


The first, fourth, and fifth alternatives include some, but not all of the appropriate procedures. 
The third alternative is also incorrect because it does not have the accountant performing any 
procedures in relation to the schedule. 


Confirm 100% of individually material receivables and a sample of the remaining balances. 
Investigate any discrepancies. 


The correct procedure of “Confirm 100% of individually material receivables and a sample of the 
remaining balances. Investigate any discrepancies.” This procedure satisfies the audit objectives 
of Rights & Obligations and Existence. Shipley Company found six errors out of ten during its 
interim controls testing of the revenue cycle. It also noted that revenue was consistently 
recorded at FOB shipping point. However, Daley's accounting policy is to record revenue at FOB 
destination. Based upon these results, Shipley should increase its risk assessment for the 
revenue cycle from low to medium or high. As a result, Shipley will have to increase the amount 
of its year-end audit work since it cannot rely on controls in this area as it did previously. Due to 
the need for an increased amount of substantive procedures in conjunction with the decrease in 
materiality threshold, the auditor should confirm individually material receivables and a sample 
of the remaining balances. PPS sampling (discussed in another section) is ideal for this situation. 
While $79,200 is the materiality threshold for the statements as a whole, it is too large for the 
threshold for consideration of individual items within A/R; two mistakes of $70,000 in individual 
items could distort A/R materially. On the other hand, confirming 100% of A/R balances might 
not be necessary; the client may have many small balances that, even in the aggregate, are 
immaterial. By confirming individually material receivables and a sample of the remaining 
balances, the audit is both effective and efficient. The auditor should always investigate any 
discrepancies. 


Examine Allowance for Doubtful Accounts for reasonableness and consistency with company 
policy. Recalculate the Allowance for Doubtful Accounts to ensure that company policy is being 
followed. Investigate and document any digressions from policy. Examine the aging of Accounts 
Receivable to determine the adequacy of the allowance. 


The correct procedure is “Examine Allowance for Doubtful Accounts for reasonableness and 
consistency with company policy. Recalculate the Allowance for Doubtful Accounts to ensure 
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that company policy is being followed. Investigate and document any digressions from policy. 
Examine the aging of Accounts Receivable to determine the adequacy of the allowance.” This 
procedure satisfies the audit objective of Allocation, Accuracy & Valuation. Since the company's 
policy for determining the Allowance for Doubtful Accounts is an accounting estimate, the 
auditor is not examining for precision, but rather for reasonableness. The auditor should always 
recalculate the Allowance for Doubtful Accounts to ensure that company policy is being 
followed. An auditor should always investigate and document any digressions from policy. The 
auditor should examine the aging of Accounts Receivable to determine the adequacy of the 
allowance. 


4. Trace receivables greater than materiality threshold to subsequent cash collections in 20X7. 


The correct procedure is “Trace receivables greater than materiality threshold to subsequent 
cash collections in 20X7,” which satisfies the audit objective of Allocation, Accuracy & Valuation. If 
a receivable has a balance as of the end of the entity's fiscal period, collection must occur, at the 
earliest, in the next period. As a result, the auditor needs to look at cash collections in the 

period following the year under audit. The proper fiscal year for the audit procedure is 20X7. It 
is likely that the auditor did not accurately update this procedure from the prior year audit 
program. 


5. Vouch new Accounts Receivable to original sales transaction documents. Investigate any 
discrepancies. 


The correct procedure is “Vouch new Accounts Receivable to original sales transaction 
documents. Investigate any discrepancies.” This procedure satisfies the audit objectives of 
Existence, and Rights & Obligations. For previous audits, control risk was assessed at low for the 
revenue cycle. However, based on the number of errors found during interim control testing, 
and the fact that Daley Company is consistently recording revenue at FOB shipping point, 
instead of following its policy of recording revenue at FOB destination, Shipley cannot rely 
heavily on Daley's revenue cycle controls. Shipley will need to perform a greater number of 
substantive tests than in the past. The auditor can, however, rely on prior year testing for prior 
year items. The auditor should only vouch new receivables to original sales transaction 
documents. The auditor should always investigate any discrepancies. 


6. Inquire about pledging, discounting, and factoring of balances. 


The correct procedure is “Inquire about pledging, discounting, and factoring of balances,” which 
satisfies the audit objectives of Rights & Obligations and Presentation & Disclosure. The auditor 
does not need to inquire about confirming balances, as that is an audit procedure that Shipley 
performs. 


7. Review cutoff of sales, sales returns, and cash receipts. 


The original procedure of “Review cutoff of sales, sales returns, and cash receipts” is correct. This 
procedure satisfies the audit objective of Rights & Obligations. All three areas of sales, sales 
returns, and cash receipts should be examined for proper cutoff. 


8. Perform analytical procedures on Accounts Receivable and Allowance for Doubtful Accounts to 
evaluate reasonableness of balances and to understand account trends. 


The correct procedure is “Perform analytical procedures on Accounts Receivable and Allowance 
for Doubtful Accounts to evaluate reasonableness of balances and to understand account 
trends.” This procedure satisfies the audit objectives of Completeness and Allocation, Accuracy & 
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Valuation. To evaluate reasonableness of balances and understand account trends, the auditor 
performs analytical procedures, such as ratio analysis. 


Notes Receivable: 


9. 


10. 


11. 


12. 


13. 


Obtain a summary schedule of all Notes Receivable accounts. Agree each account balance to the 
Trial Balance. Foot/recalculate all totals on the summary schedule. Tie the schedule total to the 
Financial Statements. 


The correct procedure is “Obtain a summary schedule of all Notes Receivable accounts. Agree 
each account balance to the Trial Balance. Foot/recalculate all totals on the summary schedule. 
Tie the schedule total to the Financial Statements,” which satisfies the audit objective of 
Allocation, Accuracy and Valuation. The auditor needs to agree each account on the summary 
schedule to the trial balance to ensure that the numbers being audited agree to the company’s 
accounting records. The auditor needs to tie the schedule total to the financial statements to 
ensure that the amounts audited are equal to those amounts presented on the financial 
statements. The auditor needs to foot all totals on the summary schedule. Even if the source of 
the schedule is a spreadsheet, the spreadsheet formulas may contain errors. Since this lead 
schedule ties to the final financial statements, the auditor must ensure that all of the totals are 
correct. 


Confirm year-end balances. Investigate any discrepancies. 


The correct procedure is “Confirm year-end balances. Investigate any discrepancies.” This 
procedure satisfies the audit objectives of Rights & Obligations, Existence and Allocation, 
Accuracy & Valuation. The auditor should confirm year-end balances, and not payments or 
transactions that occur during the fiscal year. 


Inquire about pledging, discounting, and factoring of balances. 


The correct procedure is “Inquire about pledging, discounting, and factoring of balances,” which 
satisfies the audit objectives of Rights & Obligations and Presentation & Disclosure. The auditor 
does not need to inquire about confirming balances, as that is an audit procedure that Shipley 
performs. 


Trace Notes Receivable > $10,600 to subsequent cash collections in 20X7. 


The correct procedure is “Trace Notes Receivable > $10,600 to subsequent cash collections in 
20X7.” This procedure satisfies the audit objectives of Allocation, Accuracy & Valuation. Shipley 
has used 5% of net income as its materiality threshold in past years’ audits of Daley, which has 
consistently yielded a dollar amount of approximately $79,200. However, based on Daley's draft 
financial statements, 5% of net income for 20X6 would be $10,600. The auditor needs to look at 
cash collections in the period following the year under audit. Therefore, the proper fiscal year for 
the audit procedure is 20X7. The auditor may not have appropriately updated this procedure 
from the prior year audit program. The auditor should note that since Notes Receivable are 
likely longer term than trade Accounts Receivable, the auditor should look for partial payments 
made in the subsequent period, but may not find an entire note’s balance paid off. 


Examine Allowance for Doubtful Accounts for reasonableness and consistency with company 
policy. Recalculate the Allowance for Doubtful Accounts to ensure that company policy is being 
followed. Investigate and document any digressions from policy. Examine the aging of Notes 
Receivable to determine the adequacy of the allowance. 
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The correct procedure is “Examine Allowance for Doubtful Accounts for reasonableness and 
consistency with company policy. Recalculate the Allowance for Doubtful Accounts to ensure 
that company policy is being followed. Investigate and document any digressions from policy. 
Examine the aging of Notes Receivable to determine the adequacy of the allowance.” This 
procedure satisfies that audit objective of Allocation, Accuracy & Valuation. Since the company’s 
policy for determining the Allowance for Doubtful Accounts is an accounting estimate, the 
auditor is not examining for precision, but rather for reasonableness. The auditor should always 
recalculate the Allowance for Doubtful Accounts to ensure that company policy is being 
followed. An auditor should always investigate and document any digressions from policy. The 
auditor should examine the aging of Notes Receivable to determine the adequacy of the 
allowance. 


14. Review new loan agreements. 


The correct procedure is “Review new loan agreements,” which satisfies the audit objectives of 
Existence and Presentation & Disclosure. The auditor needs to review, rather than just inquire 
about, the terms of any new loan agreements. The agreements themselves can’t be vouched, 
traced, or agreed to the balance sheets; only the amounts can be agreed to the Trial Balance, 
and the sum of all Notes Receivable would tie to the balance sheets. 


15. Inquire of management about loans to management and other related parties, especially those 
that have any unique terms. Determine the business purpose of the transaction and verify that it 
has been approved by the Board of Directors. Evaluate whether any notes require disclosure in 
the financial statements. 


The correct procedure is “Inquire of management about loans to management and other related 
parties, especially those that have any unique terms. Determine the business purpose of the 
transaction and verify that it has been approved by the Board of Directors. Evaluate whether any 
notes require disclosure in the financial statements.” This procedure satisfies the audit objective 
of Presentation & Disclosure. The addition of this procedure is necessary as the auditor should 
always review for transactions with related parties, paying attention to any unique terms. In fact, 
the minutes of the special December 20, 20X6, meeting indicate that a $225,000 loan to the CFO 
was not verified by the Board of Directors. However, the balance of Notes Receivable increased 
by exactly that amount. The auditor needs to assess this situation with skepticism. A related party 
transaction may require disclosure in the notes to the financial statements. 
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Lecture 1.17 - Audit Risk - Class Question - DRS 


Document Review Simulation 2 
1_— 
The Uniform | =|? one 
CPA Examination 


Company 


Hydrojet, Inc., is a manufacturer of jet boats and personal watercraft, with headquarters in northern 
Florida. Personal watercraft are manufactured at the Florida facility. The company’s jet boats are 
manufactured at a Mexico facility. Finished goods are sold primarily to independent marine stores 
throughout the United States. 


In its ninth year of operations, Hydrojet has experienced two years of declining jet boats sales after a 
period of rapid growth. The overall market demand for jet boats has declined and many 
competitors have filed for bankruptcy in recent years. Due to several innovations, the demand for 
personal watercraft has declined only slightly. Tough new federal emissions regulations further 
threaten industry profitability. 


Engagement 


The year under audit is year 2. This is the first year that Hydrojet has engaged Cutt, Paste, and 
Semele, CPAs, to perform the annual audit of its financial statements. The prior audit firm is upset 
that they have lost the audit client. However, they indicate that no disagreements with management 
have occurred. The audit committee indicates that they changed firms because they wanted to 
institute a policy of no more than five consecutive years with the same audit firm. A senior 
accountant from the prior audit firm took an accounting position with Hydrojet on September 1. 


Facility Tour 


The CFO gives your audit team a tour of the Florida facility. During the tour, you note that parts of 
the facility seem to require some minor repairs. 


You note that the finished watercraft inventory is kept in a lot enclosed only by a chain-link fence. 
The CFO explains that the company has not had any problems with theft of its products owing to its 
rural location. You also note several of these watercrafts are much dustier than others. 


The CFO comments on the collegiality of the workforce. However, in your tour of the office, you 
overhear two clerical employees complaining about their rate of pay. While in the lunch room, you 
overhear several other employees recounting war stories about a recent accounting software 
upgrade, noting how fortunate it was that the accounting department staff is not required to take 
vacations annually—or the upgrade still might not be finished. 


Task 


Amend the memo for the team leader of this audit, documenting the risk of material misstatement 
as appropriate. To revise the document, click on each segment of underlined text below and select 
the needed correction, if any, from the list provided. If the underlined text is already correct in the 
context of the document, select [Original text]. If none of the statements are appropriate in the 
context of the document, select [Delete text]. 
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Memo Excerpt 


To: Adrian Cutt, Audit Team Leader 

From: Ben Paste, Staff 

Re: Preliminary List of Risk of Material Misstatements 
Date: September 3, Year 2 


Adrian: 
Here is a list of risks of material misstatements to date. 


A. Jet boats are manufactured at a Mexico facility. This may pose (1) no unforeseen risk. (2) We 
need not change our audit plan owing to this circumstance. 

B. Finished goods are sold primarily to independent marine stores throughout the United 
States. This may pose (3) no unforeseen risk. (4) We need not change our audit plan owing to 
this circumstance. 

C. Hydrojet, in its ninth year of operations, has experienced two years of declining jet boat sales 
after a period of rapid growth. The overall market demand for jet boats also has declined 
and many competitors have filed for bankruptcy in recent years. This may pose (5) no 
unforeseen risk. (6) We need not change our audit plan owing to this circumstance. 


D. Due to several innovations, the demand for personal watercraft has declined only slightly. 
This may pose (7) no unforeseen risk. (8) We need not change our audit plan owing to this 
circumstance. 


E. To help achieve a 25% increase in sales goal, the CEO has changed the sales staff's 
compensation from salaried to commission based. This may pose (9) no unforeseen risk. 
(10) We need not change our audit plan owing to this circumstance. 


F. Unhappy with past sales performance, the CEO plans to terminate relationships with several 
retail outlets and identify new retail outlets for distribution of its product lines. This may pose 
(11) no unforeseen risk. (12) We need not change our audit plan owing to this circumstance. 


G. Hydrojet's bank has placed strict new covenants on the company’s renewed line of credit. 
This may pose (13) no unforeseen risk. (14) We need not change our audit plan owing to this 
circumstance. 


H. A senior accountant from the prior audit firm has taken an accounting position with Hydrojet. 
This may pose (15) no unforeseen risk. (16) We need not change our audit plan owing to this 
circumstance. 


I. While in the lunch room, several employees were overheard recounting war stories in 
connection with a recent accounting software upgrade. This may pose (17) no unforeseen 
risk. (18) We need not change our audit plan owing to this circumstance. 


J. The accounting department staff is not required to take vacations. This may pose (19) no 
unforeseen risk. (20) We need not change our audit plan owing to this circumstance. 


Ben 
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Items for Analysis 


Jet boats are manufactured at a Mexico facility. This may pose no unforeseen risk. 


1. Choose an option below: 
e [Original text] no unforeseen risk. 
e afinancial statement level risk. 
e arelevant assertion level risk. 


Jet boats are manufactured at a Mexico facility. We need not change our audit plan owing to 
this circumstance. 


2. Choose an option below: 
e [Original text] We need not change our audit plan owing to this circumstance. 
e [Delete text] 


e Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. 


e New personnel may not be adequately trained in internal control processes. 
e Newor revamped information systems are relatively untested. 

e The internal controls may not be sufficiently scalable for rapid growth. 

e Foreign operations add another layer of complexity. 


e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. 


Finished goods are sold primarily to independent marine stores throughout the United 
States. This may pose no unforeseen risk. 


3. Choose an option below: 
e [Original text] no unforeseen risk. 
e afinancial statement level risk. 
e arelevant assertion level risk. 


Finished goods are sold primarily to independent marine stores throughout the United 
States. We need not change our audit plan owing to this circumstance. 


4. Choose an option below: 
e [Original text] We need not change our audit plan owing to this circumstance. 
e [Delete text] 


e Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. 


e New personnel may not be adequately trained in internal control processes. 
e Newor revamped information systems are relatively untested. 

e The internal controls may not be sufficiently scalable for rapid growth. 

e Foreign operations add another layer of complexity. 


e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. 
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Hydrojet, in its ninth year of operations, has experienced two years of declining jet boat sales 
after a period of rapid growth. The overall market demand for jet boats also has declined and 
many competitors have filed for bankruptcy in recent years. This may pose no unforeseen 
risk. 


5. Choose an option below: 
e [Original text] no unforeseen risk. 
e afinancial statement level risk. 
e arelevant assertion level risk. 


Hydrojet, in its ninth year of operations, has experienced two years of declining jet boat sales 
after a period of rapid growth. The overall market demand for jet boats also has declined and 
many competitors have filed for bankruptcy in recent years. We need not change our audit 
plan owing to this circumstance. 


6. Choose an option below: 
e [Original text] We need not change our audit plan owing to this circumstance. 
e [Delete text] 


e Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. 


e New personnel may not be adequately trained in internal control processes. 
e Newor revamped information systems are relatively untested. 

e The internal controls may not be sufficiently scalable for rapid growth. 

e Foreign operations add another layer of complexity. 


Due to several innovations, the demand for personal watercraft has declined only slightly. 
This may pose no unforeseen risk. 


7. Choose an option below: 
e [Original text] no unforeseen risk. 
e afinancial statement level risk. 
e arelevant assertion level risk. 


Due to several innovations, the demand for personal watercraft has declined only slightly. We 
need not change our audit plan owing to this circumstance. 


8. Choose an option below: 
e [Original text] We need not change our audit plan owing to this circumstance. 
e [Delete text] 
e New personnel may not be adequately trained in internal control processes. 
e Newor revamped information systems are relatively untested. 
e The internal controls may not be sufficiently scalable for rapid growth. 


e New sales outlets introduce new potential for a fraudulent entity to take advantage of 
Hydrojet, under the guise of a legitimate outlet. 


e New technology may cause obsolescence in existing inventory. 


e Changes to conform to compliance requirements may not be executed accurately, as all 
personnel might not understand their duties under the new requirements sufficiently. 
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To help achieve a 25% increase in sales goal, the CEO has changed the sales staff's 
compensation from salaried to commission based. This may pose no unforeseen risk. 


9. Choose an option below: 
e [Original text] no unforeseen risk. 
e afinancial statement level risk. 
e arelevant assertion level risk. 


To help achieve a 25% increase in sales goal, the CEO has changed the sales staff's 
compensation from salaried to commission based. We need not change our audit plan owing 
to this circumstance. 


10. Choose an option below: 
e [Original text] We need not change our audit plan owing to this circumstance. 
e [Delete text] 
e New personnel may not be adequately trained in internal control processes. 
e Newor revamped information systems are relatively untested. 
e The internal controls may not be sufficiently scalable for rapid growth. 
e Disgruntled employees might be motivated to commit fraud or theft. 


e Sales staff on commission might be motivated to commit fraud that they would not consider 
on salary. 

e Managers with significant bonus opportunities based on profits might be motivated to 
commit fraud. 

e Foreign operations add another layer of complexity—for example, taxes, currency exchange, 
and additional regulatory bodies. 

e New sales outlets introduce new potential for a fraudulent entity to take advantage of 
Hydrojet, under the guise of a legitimate outlet. 

e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. 


Unhappy with past sales performance, the CEO plans to terminate relationships with several 
retail outlets and identify new retail outlets for distribution of its product lines. This may 
pose no unforeseen risk. 


11. Choose an option below: 
e [Original text] no unforeseen risk. 
e a financial statement level risk. 
e arelevant assertion level risk. 


Unhappy with past sales performance, the CEO plans to terminate relationships with several 
retail outlets and identify new retail outlets for distribution of its product lines. We need not 
change our audit plan owing to this circumstance. 


12. Choose an option below: 
e [Original text] We need not change our audit plan owing to this circumstance. 
e [Delete text] 
e New personnel may not be adequately trained in internal control processes. 
e Newor revamped information systems are relatively untested. 
e The internal controls may not be sufficiently scalable for rapid growth. 
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e Disgruntled employees might be motivated to commit fraud or theft. 


e Sales staff on commission might be motivated to commit fraud that they would not consider 
on salary. 


e Unrealistic goals may motivate employees to report false results. 


e Foreign operations add another layer of complexity—for example, taxes, currency exchange, 
and additional regulatory bodies. 

e New sales outlets introduce new potential for a fraudulent entity to take advantage of 
Hydrojet, under the guise of a legitimate outlet. 


e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. 


Hydrojet’s bank has placed strict new covenants on the company’s renewed line of credit. 
This may pose no unforeseen risk. 


13. Choose an option below: 
e [Original text] no unforeseen risk. 
e a financial statement level risk. 
e arelevant assertion level risk. 


Hydrojet’s bank has placed strict new covenants on the company’s renewed line of credit. We 
need not change our audit plan owing to this circumstance. 


14. Choose an option below: 
e [Original text] We need not change our audit plan owing to this circumstance. 
e [Delete text] 


e Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. 


e New personnel may not be adequately trained in internal control processes. 

e Newor revamped information systems are relatively untested. 

e The internal controls may not be sufficiently scalable for rapid growth. 

e Disgruntled employees might be motivated to commit fraud or theft. 

e Sales staff on commission might be motivated to commit fraud that they would not consider 
on salary. 

e Managers with significant bonus opportunities based on profits might be motivated to 
commit fraud. 

e Foreign operations add another layer of complexity—for example, taxes, currency exchange, 
and additional regulatory bodies. 

e New sales outlets introduce new potential for a fraudulent entity to take advantage of 
Hydrojet, under the guise of a legitimate outlet. 

e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. 
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A senior accountant from the prior audit firm has taken an accounting position with 
Hydrojet. This may pose no unforeseen risk. 


15. Choose an option below: 
e [Original text] no unforeseen risk. 
e a financial statement level risk. 
e arelevant assertion level risk. 


A senior accountant from the prior audit firm has taken an accounting position with 
Hydrojet. We need not change our audit plan owing to this circumstance. 


16. Choose an option below: 

e [Original text] We need not change our audit plan owing to this circumstance. 

e [Delete text] 

e New personnel may not be adequately trained in internal control processes. 

e Anemployee of the audit firm formerly with the client could be in the position of auditing his 
or her own work. 

e Anemployee of the client formerly with the audit firm would know how to thwart some of 
the audit procedures. 

e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. 


While in the lunch room, several employees were overheard recounting war stories in 
connection with a recent accounting software upgrade. This may pose no unforeseen risk. 


17. Choose an option below: 
e [Original text] no unforeseen risk. 
e a financial statement level risk. 
e arelevant assertion level risk. 


While in the lunch room, several employees were overheard recounting war stories in 
connection with a recent accounting software upgrade. We need not change our audit plan 
owing to this circumstance. 


18. Choose an option below: 
e [Original text] We need not change our audit plan owing to this circumstance. 
e [Delete text] 


e Known weaknesses in internal control suggest unknown weaknesses in internal control 
exist. 


e New personnel may not be adequately trained in internal control processes. 
e New or revamped information systems are relatively untested. 
e The internal controls may not be sufficiently scalable for rapid growth. 


e Sales staff on commission might be motivated to commit fraud that they would not consider 
on salary. 


e Managers with significant bonus opportunities based on profits might be motivated to 
commit fraud. 


e Unrealistic goals may motivate employees to report false results. 


e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. 
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The accounting department staff is not required to take vacations. This may pose no 
unforeseen risk. 


19. Choose an option below: 
e [Original text] no unforeseen risk. 
e afinancial statement level risk. 


e arelevant assertion level risk. 


The accounting department staff is not required to take vacations. We need not change our 
audit plan owing to this circumstance. 


20. The accounting department staff is not required to take vacations. Choose an option below: 
e [Original text] We need not change our audit plan owing to this circumstance. 
e [Delete text] 


e Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. 


e Foreign operations add another layer of complexity—for example, taxes, currency exchange, 
and additional regulatory bodies. 


e New sales outlets introduce new potential for a fraudulent entity to take advantage of 
Hydrojet, under the guise of a legitimate outlet. 


e New technology may cause obsolescence in existing inventory. 
e New technology may make existing inventory obsolete. 


e Changes to conform to compliance requirements may not be executed accurately, as all 
personnel might not understand their duties under the new requirements sufficiently. 


e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. 


Exhibits 


Excerpt from Consultant’s Business Projection Report 


Eager to revive Hydrojet's profitability, the Board of Directors has implemented several new 
changes, starting with the hiring of a new CEO, lured away from a major competitor. 

To further protect its bottom line, the Board of Directors has restructured the CEO's and CFO's 
compensation packages, to include a substantial bonus based on the company’s net profits, 
effective for year 3. 


The new CEO is optimistic and ambitious and has set a goal of a 25% increase in sales for year 3. 
To help achieve this goal, the CEO has changed the sales staff's compensation from salaried to 
commission-based. Unhappy with past sales performance, the CEO plans to terminate 
relationships with several retail outlets and identify new retail outlets for distribution of its 
product lines. 
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Excerpt from Bank Correspondence 


First State Bank 
2900 Prosperous Way 
Eventide, CA 00910 


Due to recent declining trends, we have initiated stricter covenants applicable to all business 
debt. This includes Hydrojet's line of credit, renewed June 30, year 2. 


Excerpt from Board of Director’s Minutes 


On April 17, Hydrojet uncovered embezzlement by Patricia Poplar, a payroll clerk. The clerk's 
scheme was to add hours to her timesheet after approval, during processing of the timecards. 
The company was fortunate to discover the theft while the employee was out sick for two days. 
The CFO indicates that while this discovery was unexpected, he is confident that this was an 
isolated occurrence. 


Document Review Simulation Solution 2 


Memo Excerpt 


To: Adrian Cutt, Audit Team Leader 

From: Ben Paste, Staff 

Re: Preliminary List of Risk of Material Misstatements 
Date: September 3, Year 2 


Adrian: 
Here is a list of risks of material misstatements to date. 


A. Jet boats are manufactured at a Mexico facility. This may pose (1) a financial statement level risk. 
(2) Foreign operations add another layer of complexity. 

B. Finished goods are sold primarily to independent marine stores throughout the United States. 
This may pose (3) no unforeseen risk. (4) We need not change our audit plan owing to this 
circumstance. 

C. Hydrojet, in its ninth year of operations, has experienced two years of declining jet boat sales 
after a period of rapid growth. The overall market demand for jet boats also has declined and 
many competitors have filed for bankruptcy in recent years. This may pose (5) a financial 
statement level risk. (6) Significant changes in the operating and economic environment may 
reveal previously unknown weaknesses. 

D. Due to several innovations, the demand for personal watercraft has declined only slightly. This 
may pose (7) a relevant assertion level risk. (8) New technology may cause obsolescence in 
existing inventory. 

E. To help achieve a 25% increase in sales goal, the CEO has changed the sales staff's 
compensation from salaried to commission-based. This may pose (9) a relevant assertion level 
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risk. (10) Sales staff on commission might be motivated to commit fraud that they would not 
consider on salary. 

Unhappy with past sales performance, the CEO plans to terminate relationships with several 
retail outlets and identify new retail outlets for distribution of its product lines. This may pose 
(11) a relevant assertion level risk. (12) New sales outlets introduce new potential for a 
fraudulent entity to take advantage of Hydrojet, under the guise of a legitimate outlet. 


Hydrojet’s bank has placed strict new covenants on the company’s renewed line of credit. This 
may pose (13) a financial statement level risk. (14) Managers with significant bonus opportunities 
based on profits might be motivated to commit fraud. 


A senior accountant from the prior audit firm has taken an accounting position with Hydrojet. 
This may pose (15) no unforeseen risk. (16) We need not change our audit plan owing to this 
circumstance. 

While in the lunch room, several employees were overheard recounting war stories in 
connection with a recent accounting software upgrade. This may pose (17) a financial statement 
level risk. (18) New or revamped information systems are relatively untested. 

The accounting department staff is not required to take vacations. This may pose (19) a financial 
statement level risk. (20) This suggests management is not very focused on internal controls, 
causing concern about the tone at the top. 


Explanations 


1. 


[Mexico facility] This may pose a financial statement level risk. 


e Nounforeseen risk. Foreign operations add another layer of complexity. 


e Afinancial statement level risk. Minimal foreign operations typically involve currency 
transactions. An entire facility in a foreign country impacts many financial statement 
accounts in various ways (for example, valuation, presentation, and disclosure) as well as 
adding possible confusion in terms of culture and language. Editors’ Note: While the scenario 
is similar to another simulation, the items requiring responses are different. The examiners 
frequently use the same scenarios with different questions. 

e Arelevant assertion level risk. Minimal foreign operations typically involve currency 
transactions. An entire facility in a foreign country impacts many financial statement 
accounts in various ways (for example, valuation, presentation, and disclosure) as well as 
adding possible confusion in terms of culture and language. 


[Mexico facility] Foreign operations add another layer of complexity. 


e We need not change our audit plan owing to this circumstance. Foreign operations add 
another layer of complexity. 

e [Delete text] An appropriate comment is among those available for response. 

e Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. The use of the foreign facility does not suggest a significant change 
from operations in previous years. 

e New personnel may not be adequately trained in internal control processes. The use of the 
foreign facility does not suggest inadequate training. 

e Newor revamped information systems are relatively untested. The use of the foreign facility 
does not suggest information systems that are relatively untested. 

e The internal controls may not be sufficiently scalable for rapid growth. The use of the foreign 
facility does not suggest internal controls without scalability. 
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e Foreign operations add another layer of complexity. Minimal foreign operations typically 
involve currency transactions. An entire facility in a foreign country impacts many financial 
statement accounts in various ways (for example, valuation, presentation, and disclosure) as 
well as adding possible confusion in terms of culture and language. Editors’ Note: While the 
scenario is similar to another simulation, the items requiring responses are different. The 
examiners frequently use the same scenarios with different questions. 


e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. The use of the foreign facility does not suggest an inappropriate tone at 
the top. 


3. [independent marine stores] No unforeseen risk. 


e Nounforeseen risk. Sales to independent parties are considered the norm. 
e Afinancial statement level risk. Sales to independent parties are considered the norm. 
e Arelevant assertion level risk. Sales to independent parties are considered the norm. 


4. [independent marine stores] We need not change our audit plan owing to this circumstance. 


e We need not change our audit plan owing to this circumstance. Sales to independent 
parties are considered the norm. 

e [Delete text] An appropriate comment is among those available for response. 

e Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. Sales to independent parties is not a change from operations in 
previous years. 

e New personnel may not be adequately trained in internal control processes. Sales to 
independent parties do not suggest inadequate training. 

e Newor revamped information systems are relatively untested. Sales to independent parties 
do not suggest new or revamped information systems. 

e The internal controls may not be sufficiently scalable for rapid growth. Sales to independent 
parties do not suggest internal controls without scalability. Transactions with related parties 
would merit added procedures. 

e Foreign operations add another layer of complexity. Sales to independent parties do not 
suggest foreign operations are falsely reported. No mention is made that the independent 
stores are foreign. 

e This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. Sales to independent parties are considered the norm. Transactions with 
related parties would merit additional procedures. 


5. [2 years of declining jet boat sales] A financial statement level risk. 


e Nounforeseen risk. A significant decline in revenue will have a ripple effect to all areas of 
operations. 

e Afinancial statement level risk. A significant decline in revenue will have a ripple effect to 
all areas of operations. 

e Arelevant assertion level risk. A significant decline in revenue will have a ripple effect to all 
areas of operations. 


6. [2 years of declining jet boat sales] Significant changes in the operating and economic 
environment may reveal previously unknown weaknesses. 
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We need not change our audit plan owing to this circumstance. A significant decline in 
revenue will have a ripple effect to all areas of operations. 


[Delete text] An appropriate comment is among those available for response. 


Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. A significant decline in sales will have a ripple effect to all areas of 
operations. As pressure comes from declining sales, management might be tempted to 
misstate financial position to ensure continued credit and to support managers’ bonuses. 
Sales staff working on commission might be tempted to inflate sales just to maintain the 
same level of compensation. Operations personnel might get increasing pressure to contain 
costs, resulting in lower quality products or raw materials from questionable sources. Also, 
any existing fraud or theft may come to light; for instance, the decline in jet boat sales will 
make it more difficult for any existing lapping of receivables to continue. That the overall 
market demand for jet boats also has declined and many competitors have filed for 
bankruptcy in recent years points to a significant change. 


New personnel may not be adequately trained in internal control processes. The decline in 
jet boat sales does not suggest inadequate training. While an argument could be made that 
training might be curtailed if lower revenues continue for long, there is a better response 
available. 

New or revamped information systems are relatively untested. The decline in jet boat sales 
does not suggest new or revamped information systems. 

The internal controls may not be sufficiently scalable for rapid growth. The decline in jet boat 
sales is the opposite of rapid growth. A decline of jet boats does not suggest internal 
controls without scalability. 

Foreign operations add another layer of complexity. The decline in jet boat sales does not 
suggest foreign operations are falsely reported. 


7. [several innovations—obsolescence] A relevant assertion level risk. 


No unforeseen risk. Innovations may cause obsolescence in existing inventory. 


A financial statement level risk. Innovations may cause obsolescence in existing inventory. 
The valuation of existing inventory must be considered in light of the presumably diminished 
demand for craft with the old technology. This risk generally would be limited to inventory 
valuation assertions. 


Arelevant assertion level risk. Innovations may cause obsolescence in existing inventory. 
The valuation of existing inventory must be considered in light of the presumably diminished 
demand for craft with the old technology. This risk generally would be limited to inventory 
valuation assertions. 


8. [several innovations—obsolescence] New technology may cause obsolescence in existing 
inventory. 


We need not change our audit plan owing to this circumstance. The valuation of existing 
inventory must be considered in light of the presumably diminished demand for craft with 
the old technology. 

[Delete text] An appropriate comment is among those available for response. 

New personnel may not be adequately trained in internal control processes. Innovations do 
not suggest personnel training is inadequate. 

New or revamped information systems are relatively untested. Innovations do not suggest 
the new or revamped information systems is untested. 
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The internal controls may not be sufficiently scalable for rapid growth. Innovations do not 
suggest internal controls without scalability. 


New sales outlets introduce new potential for a fraudulent entity to take advantage of 
Hydrojet, under the guise of a legitimate outlet. Innovations do not suggest the new sales 
outlets will commit fraud. 


New technology may cause obsolescence in existing inventory. The valuation of existing 
inventory must be considered in light of the presumably diminished demand for craft with 
the old technology. 


Changes to conform to compliance requirements may not be executed accurately, as all 
personnel might not understand their duties under the new requirements sufficiently. 
Innovations do not suggest that the compliance requirements are likely to be misunderstood 
by employees. 


9. [Sales commission-based] A relevant assertion level risk. 


No unforeseen risk. Sales staff on commission might be motivated to commit fraud that they 
would not consider on salary. 


A financial statement level risk. Sales staff on commission might be motivated to commit 
fraud that they would not consider on salary. 
Arelevant assertion level risk. Sales staff on commission might be motivated to commit 


fraud that they would not consider on salary. This risk generally would be limited to revenue 
cycle and payroll accounts. 


10. [Sales commission-based] Sales staff on commission might be motivated to commit fraud that 
they would not consider on salary. 


[Delete text] An appropriate comment is among those available for response. 


We need not change our audit plan owing to this circumstance. Sales staff on commission 
might be motivated to commit fraud that they would not consider on salary. 


New personnel may not be adequately trained in internal control processes. Sales staff on 
commission does not suggest inadequate personnel training. 


New or revamped information systems are relatively untested. Sales staff on commission 
does not suggest the information systems are untested. 


The internal controls may not be sufficiently scalable for rapid growth. Sales staff on 
commission does not suggest internal controls without scalability. 


Disgruntled employees might be motivated to commit fraud or theft. While sales staff might 
be disgruntled by the new compensation model, there is a better response available. 


Sales staff on commission might be motivated to commit fraud that they would not 
consider on salary. Sales staff newly working on commission might be tempted to inflate 
sales just to maintain the same level of compensation. 


Managers with significant bonus opportunities based on profits might be motivated to 
commit fraud. The manager's bonus is based on net profit, not sales. Sales staff on 
commission does not suggest managers committing fraud. 


Foreign operations add another layer of complexity—for example, taxes, currency exchange, 
and additional regulatory bodies. Sales staff on commission does not suggest are foreign 
operations are reported falsely. 

New sales outlets introduce new potential for a fraudulent entity to take advantage of 
Hydrojet, under the guise of a legitimate outlet. Sales staff on commission does not suggest 
new sales outlets commit fraud. 
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This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. Sales staff on commission, by itself, does not suggest an inappropriate 
tone at the top. 


11. [new retail outlets] A relevant assertion level risk. 


No unforeseen risk. New sales outlets introduce new potential for a fraudulent entity to take 
advantage of Hydrojet, under the guise of a legitimate outlet. 


A financial statement level risk. New sales outlets introduce new potential for a fraudulent 
entity to take advantage of Hydrojet, under the guise of a legitimate outlet. This risk 
generally would be limited to revenue cycle and commission accounts. 

Arelevant assertion level risk. New sales outlets introduce new potential for a fraudulent 
entity to take advantage of Hydrojet, under the guise of a legitimate outlet. This risk 
generally would be limited to revenue cycle and commission accounts. 


12. [new retail outlets] New sales outlets introduce new potential for a fraudulent entity to take 
advantage of Hydrojet, under the guise of a legitimate outlet. 


[Delete text] An appropriate comment is among those available for response. 


We need not change our audit plan owing to this circumstance. New sales outlets introduce 
new potential for a fraudulent entity to take advantage of Hydrojet, under the guise of a 
legitimate outlet. 


New personnel may not be adequately trained in internal control processes. New sales 
outlets do not suggest personnel may be inadequately trained. 


New or revamped information systems are relatively untested. New sales outlets do not 
suggest information systems may be untested. 


The internal controls may not be sufficiently scalable for rapid growth. New sales outlets do 
not suggest internal controls without scalability. 


Disgruntled employees might be motivated to commit fraud or theft. New sales outlets do 
not suggest disgruntled employees might commit fraud or theft. 


Sales staff on commission might be motivated to commit fraud that they would not consider 
on salary. New sales outlets do not suggest sales staff might commit fraud or theft. 


Unrealistic goals may motivate employees to report false results. New sales outlets do not 
suggest employees might report false results. 


Foreign operations add another layer of complexity—for example, taxes, currency exchange, 
and additional regulatory bodies. New sales outlets do not suggest foreign operations are 
reported inappropriately. 


New sales outlets introduce new potential for a fraudulent entity to take advantage 
of Hydrojet, under the guise of a legitimate outlet. Unless the screening process for new 
outlets is effective, Hydrojet risks, at best, ending up with sales outlets comparable to the 
ones it sought to replace, and at worst, ending up with monetary losses and damage to its 
reputation from association with a fraudulent entity. 


This suggests management is not very focused on internal controls, causing concern about 


the tone at the top. New sales outlets, by themselves, do not suggest an inappropriate tone 
at the top. 


13. [strict bank covenants] A financial statement level risk. 


No unforeseen risk. Pressure to keep the line of credit might result in management being 
tempted to misstate the financial statements. 
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A financial statement level risk. Pressure to keep the line of credit might result in 
management being tempted to misstate the financial statements. These misstatements 
could occur anywhere in the financial statements that management would think the 
misstatements would be undetected. 


A relevant assertion level risk. Pressure to keep the line of credit might result in 
management being tempted to misstate the financial statements. These misstatements 
could occur anywhere in the financial statements that management would think the 
misstatements would be undetected. 


14. [strict bank covenants] Managers with significant bonus opportunities based on profits might be 
motivated to commit fraud. 


[Delete text] An appropriate comment is among those available for response. 


We need not change our audit plan owing to this circumstance. Pressure to keep the line of 
credit might result in management being tempted to misstate the financial statements. 


Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. Stricter bank covenants might be a significant change in the operating 
environment, but there is a better response available. 


New personnel may not be adequately trained in internal control processes. A change ina 
line of credit does not suggest inadequate personnel training. 


New or revamped information systems are relatively untested. A change in a line of credit 
does not suggest information system are relatively untested. 


The internal controls may not be sufficiently scalable for rapid growth. A change in a line of 
credit does not suggest internal controls without scalability. 


Disgruntled employees might be motivated to commit fraud or theft. A change in a line of 
credit does not suggest misconduct by disgruntled employees. 


Sales staff on commission might be motivated to commit fraud that they would not consider 
on salary. A change in a line of credit does not suggest misconduct by sales staff. 


Managers with significant bonus opportunities based on profits might be motivated to 
commit fraud. Pressure to keep the line of credit might result in management being 
tempted to misstate the financial statements. 


Foreign operations add another layer of complexity—for example, taxes, currency exchange, 
and additional regulatory bodies. A change in a line of credit does not suggest foreign 
operations are not appropriately recorded. 


New sales outlets introduce new potential for a fraudulent entity to take advantage of 
Hydrojet, under the guise of a legitimate outlet. A change in a line of credit does not suggest 
that new sales outlets are likely to commit fraud. 


This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. While management might focus less on internal controls in their interest 
to maintain the line of credit, there is a better response available. A change in a line of credit, 
by itself, does not suggest the tone at the top is inappropriate. 


15. [prior auditor hired] No unforeseen risk. 


No unforeseen risk. Businesses frequently recruit accountants from CPA firms. This 
accountant was not recruited from the firm performing the audit this year, but rather from 
the firm that performed the audit of last year’s financial statements. 


A financial statement level risk. Businesses frequently recruit accountants from CPA firms. 
A relevant assertion level risk. Businesses frequently recruit accountants from CPA firms. 
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16. [prior auditor hired] We need not change our audit plan owing to this circumstance. 


[Delete text] An appropriate comment is among those available for response. 


We need not change our audit plan owing to this circumstance. Businesses frequently 
recruit accountants from CPA firms. This accountant was not recruited from the firm 
performing the audit this year, but rather from the firm that performed the audit of last 
year’s financial statements. 


New personnel may not be adequately trained in internal control processes. The degree of 
personnel training is unlikely to be adversely impacted by hiring an accountant from a CPA 
firm. 


An employee of the audit firm formerly with the client could be in the position of auditing his 
or her own work. The accountant was not recruited from Hydrojet to work for Cutt, Paste, 
and Semele, CPAs, but rather from the firm that performed the audit of last year’s financial 
statements to work for Hydrojet. 


An employee of the client formerly with the audit firm would know how to thwart some of 
the audit procedures. This accountant was not recruited from Cutt, Paste, and Semele, CPAs, 
but rather from the firm that performed the audit of last year’s financial statements. 


This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. Hiring an accountant from a CPA firm suggests that the employee is 
competent. Hiring competent employees of all sorts suggests an appropriate tone at the top. 
Also, hiring competent accountants generally improves internal control. 


17. [accounting software upgrade] A financial statement level risk. 


No unforeseen risk. New or revamped information systems are relatively untested. 


A financial statement level risk. New or revamped information systems are relatively 
untested. Information system weaknesses could result in errors that pervade all aspects of 
the financial statements. 

A relevant assertion level risk. New or revamped information systems are relatively 
untested. Information system weaknesses could result in errors that pervade all aspects of 
the financial statements. 


18. [accounting software upgrade] New or revamped information systems are relatively untested. 


[Delete text] An appropriate comment is among those available for response. 

We need not change our audit plan owing to this circumstance. New or revamped 
information systems are relatively untested. Information system weaknesses could result in 
errors that pervade all aspects of the financial statements. 

Known weaknesses in internal control suggest unknown weaknesses in internal control 
exist. An accounting software upgrade does not suggest known weaknesses in internal 
control. 

New personnel may not be adequately trained in internal control processes. Inadequate 
training would aggravate risks caused by information system weaknesses, but this is not the 
best response. 

New or revamped information systems are relatively untested. Information system 
weaknesses could result in errors that pervade all aspects of the financial statements. A new 
system could act in an unanticipated manner if insufficiently tested. 

The internal controls may not be sufficiently scalable for rapid growth. Internal control 
weaknesses would aggravate risks caused by information system weaknesses, but this is not 
the best response. New computer systems typically are better able to handle scalability 
issues; a new computer system does not suggest internal controls without scalability. 
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Sales staff on commission might be motivated to commit fraud that they would not consider 
on salary. Sales staff intent to commit fraud would aggravate risks caused by information 
system weaknesses, but this is not the best response. 

Managers with significant bonus opportunities based on profits might be motivated to 
commit fraud. Managers’ intent to commit fraud would aggravate risks caused by 
information system weaknesses, but this is not the best response. 

Unrealistic goals may motivate employees to report false results. Employee intent to report 
false results would aggravate risks caused by information system weaknesses, but this is not 
the best response. 

This suggests management is not very focused on internal controls, causing concern about 
the tone at the top. It is rather a stretch to assume the exchange of such “war stories” means 
the tone at the top is inappropriate. Few major information technology changes are smooth. 


19. [vacations] A financial statement level risk. 


No unforeseen risk. Minimum mandatory vacations for accounting staff is a typical internal 
control. 

A financial statement level risk. Minimum mandatory vacations for accounting staff is a 
typical internal control. Internal control weaknesses could result in errors that pervade all 
aspects of the financial statements. 

A relevant assertion level risk. Minimum mandatory vacations for accounting staff is a typical 
internal control. Internal control weaknesses could result in errors that pervade all aspects 
of the financial statements. 


20. [vacations] This suggests management is not very focused on internal controls, causing concern 
about the tone at the top. 


[Delete text] An appropriate comment is among those available for response. 

We need not change our audit plan owing to this circumstance. Minimum mandatory 
vacations for accounting staff is a typical internal control. Internal control weaknesses could 
result in errors that pervade all aspects of the financial statements. 

Significant changes in the operating and economic environment may reveal previously 
unknown weaknesses. The lack of mandatory vacations does not suggest a significant 
change. 

Foreign operations add another layer of complexity—for example, taxes, currency exchange, 
and additional regulatory bodies. The lack of mandatory vacations does not suggest foreign 
operations are problematic. 

New sales outlets introduce new potential for a fraudulent entity to take advantage of 
Hydrojet, under the guise of a legitimate outlet. The lack of mandatory vacations does not 
suggest new sales outlets might commit fraud. 

New technology may cause obsolescence in existing inventory. The lack of mandatory 
vacations does not suggest new technology is causing obsolescence in inventory. 

Changes to conform to compliance requirements may not be executed accurately, as all 
personnel might not understand their duties under the new requirements sufficiently. The 
lack of mandatory vacations does not suggest trouble with compliance requirements. 

This suggests management is not very focused on internal controls, causing concern 
about the tone at the top. Minimum mandatory vacations for accounting staff is a typical 
internal control. It is easily implemented and relatively inexpensive. Not having such a basic 
control causes concerns about the tone at the top. 
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Professional Responsibilities & Ethics 


Lecture 2.01 - AICPA Code of Professional Conduct 


There are a number of ways in which CPAs may distinguish themselves. Every CPA is required to 
obtain a CPA certificate, which is issued by the state to which the CPA applies and is administered by 
that state’s board of accountancy. In addition, a CPA may be a member of the AICPA; a member of a 
state society of CPAs; and a member of various professional organizations, some of which are based 
on ethnicity, such as the Philippine Institute of CPAs (PICPA) and the National Association of Black 
Accountants (NABA), while others are based on some other factor, such as the segment of the 
profession in which its members operate like the Association of Governmental Accountants (AGA) or 
the Institute of Management Accountants (IMA). 


A CPA may also be subject to various regulators such as the SEC or the PCAOB. Each of these 
agencies, organizations, regulators, and societies have rules and guidelines that affect the behavior 
of CPAs. One of the most comprehensive is the AICPA Code of Professional Conduct (Code) (ET - for 
research). Many sets of rules and codes of ethics related to accountants are largely based on the 
Code, which is regularly tested on the CPA exam. 


While the consequences of violating the Code will not be more severe than the loss of the CPA's 
membership in the AICPA, which is why the rules and guidelines are expressed as obligations of 
“members,” violations of other codes of conduct (state board of accountancy) may result in a 
prohibition against performing certain types of services, the inability to serve certain regulated 
clients, or, in some cases, the suspension or loss (revocation) of the CPA certificate. This could result 
from the commission of a felony or the filing of a fraudulent tax return, whether for the CPA or for a 
client. 


In addition to the Code, a CPA will consider the ethical requirements of all applicable bodies and 
agencies, which may include: 

e State societies 

e State boards of accountants and related regulatory agencies 

e The SEC, PCAOB, GAO, and DOL 

e Taxing authorities 


The Code is organized in 4 parts: the Preface, which is applicable to all members; Part 1, which is 
applicable to members in public practice; Part 2, which applies to members in industry; and Part 3, 
which applies to all other members, including those retired or unemployed. 


Each part is divided into topics. The Preface (applicable to all members) is divided into six topics 
consisting of: 

e 0.100 - Overview of the code of Professional Conduct 

e 0.200 - Structure and Application of the AICPA code 

e 0.300 - Principles of Professional Conduct 

e 0.400 - Definitions 

e 0.500 - Nonauthoritative Guidance 

e 0.600 - New, Revised, and Pending Interpretations and Other Guidance 


The topics and subtopics or sections are similarly numbered and named in each of the remaining 
three parts. All of the enumerated topics and subtopics apply to Part 1, Members in Public Practice. 
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Fewer apply to Part 2, Members in Industry, and only two apply to Part 3, Other Members. The 
subtopics are as follows: 

e Part 1- Members in Public Practice 

o 1.000 - Introduction 

1.100 - Integrity and Objectivity 
1.200 - Independence 
1.300 - General Standards 
1.310 - Compliance With Standards 
1.320 - Accounting Principles 
1.400 - Acts Discreditable 
1.500 - Fees and Other Types of Remuneration 
1.600 - Advertising and Other Forms of Solicitation 
1.700 - Confidential Information 
1.800 - Form of Organization and Name 


OG -0 O O O U0. 7G, "QO 


e Part2- Members in Industry 

o 2.000 - Introduction 
2.100 - Integrity and Objectivity 
2.300 - General Standards 
2.310 - Compliance With Standards 
2.320 - Accounting Principles 
2.400 - Acts Discreditable 


O 0 0 0 


e Part 3 - Other Members 
o 3.100 - Introduction 
o 3.400 - Acts Discreditable 


Preface 
The preface, applicable to all members, consists of six topics: 


Topic 100 - Provides an overview, including an explanation of the structure of the Code; a 
requirement that members adhere to the Code’s rules based on an understanding of the rules and 
the voluntary actions of the CPA; an indication that CPAs are expected to follow interpretations, 
and may be required to justify departures from them; and an indication that, when a CPA has 
multiple professional roles, the highest and most restrictive level of standards should be applied. 


Topic 200 - Describes the structure of the Code and indicates its applicability to the services 
performed by a CPA. It indicates that, with few exceptions, the Code applies to all professional 
services performed by a CPA, except when rules identify services to which they do not apply. This 
topic also describes how certain terms are interpreted in a section related to drafting conventions. 
e Rules requiring a member to consider something are requiring the CPA to think about the 
matters being addressed. 
e Rules requiring a member to evaluate something are requiring the CPA to measure a 
matter’s significance. 
e Rules requiring a member to determine something are requiring the CPA to establish a 
conclusion related to a matter or make a decision in relation to it. 


In addition, a CPA will apply professional judgment in determining whether or not to perform a 
procedure or take an action that the Code indicates that the CPA should consider. 
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Topic 300 - Describes the principles embedded in the Code. In the preamble, it reminds CPAs of 
their responsibility of self-discipline exceeding the simple compliance with applicable laws and 
regulations; responsibilities to the public, to clients, and to colleagues; and a commitment to act 
with honor despite the possibility of personal sacrifice that may result. Various principles support 
these premises: 

e Responsibilities - Requires the application of sensitive professional and moral judgment at all 
times and cooperation with other members of the profession to improve the art of 
accounting, to maintain the public’s confidence in the profession, and to carry out the 
profession's responsibility for self-governance. 

e Public Interest - Requires a commitment to professionalism and acting in a manner that 
serves the public interest and honors the trust that the public has in the accounting 
profession. The public interest is the collective well-being of the community of people and 
institutions that are served by the accounting profession, which requires the accountant to 
act with integrity when confronted by conflicts among various stakeholders and perform 
services applying integrity, objectivity, and due professional care. 

e Integrity - Requires that the highest level of integrity be applied through the CPA's honesty 
and candor, within the constraints of client confidentiality, and an unwillingness to 
subordinate service or the public trust to personal gain or advantage. 

e Objectivity and Independence - Requires independence, both in fact and in appearance, when 
performing auditing and other attestation services, for which standards require 
independence, and that the CPA remain free of conflicts of interest and exercise impartiality 
and intellectual honesty in the performance of all professional services. 

e Due Care - Requires compliance with technical and ethical standards while continuing to 
endeavor to improve the CPA’s competence and quality of services, which is accomplished 
through a commitment to learning throughout the CPA's professional life, and diligence in 
the provision of professional services enabling performance to the best of the CPA's ability. 
Due care also requires a CPA to remain competent and to understand the limitations to that 
competence, which may result in consultation or the referral of services, and to adequately 
plan and supervise all professional activities for which the CPA is responsible. 

e Scope and Nature of Services - Requires the CPA to evaluate whether or not services can be 
performed in a manner consistent with the principles of the Code by practicing in a firm with 
appropriate quality control policies and procedures commensurate with the services being 
performed; making certain that services performed for an audit client do not create a 
conflict of interest; and that activities in which the CPA participates are appropriate for 
members of the CPA profession. 


Topic 400 - Provides definitions of terms that are used throughout the Code. 


Topic 500 - Specifies that only the Code is authoritative and that guidance provided by the staff of 
the Professional Ethics Division of the AICPA is nonauthoritative guidance. 


Topic 600 - Indicates the status of new, revised, or pending interpretations and other guidance. 
It specifies that new or revised authoritative interpretations and other guidance are effective as of 
the last day of the month in which the pronouncement or notice is published in the Journal of 
Accountancy. 
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Part 1 


Part 1 is applicable to members in public practice, including government auditors who are part of a 
governmental audit agency responsible for auditing governments or component units of them, 
provided the auditor is either elected directly by the voters or appointed with removal subject to 
oversight or approval by a legislative body. When a CPA is serving both as a member in public 
practice and as a member in industry, both Parts 1 and 2 will apply. 


Topic 1.000 - Introduction 


This topic introduces a conceptual framework approach to applying the Code. It provides a member 
with a means of evaluating compliance with the code when confronted with a decision or other 
circumstance that is not directly addressed. Applying the conceptual framework approach cannot 
overcome a clear violation of the rules or interpretations of the Code. It can, however, assist the 
CPA in determining if the Code has been violated when it is not necessarily clear. 


The conceptual framework approach involves a 3-step process: 

e Identify threats that may interfere with the CPA's ability to remain in compliance with the 
Code. The CPA may, for example, be considering entering into a relationship that is not 
prohibited but that raises the possibility of a conflict of interest. The existence of one or 
more threats does not necessarily indicate that the CPA is in violation of the Code, but 
requires that the threat or threats be evaluated. 


e Evaluate the significance of identified threats, both individually and in the aggregate, to 
determine if they are at an acceptable level. A threat is considered to be at an acceptable 
level when a reasonable and informed third party would conclude that the Code was not 
violated. The evaluation will consider qualitative and quantitative factors and should take 
into account existing safeguards that are in place and may reduce the threat to an 
acceptable level. 


e Identify and apply safeguards to those threats that are not at an acceptable level. In some 
cases, a single safeguard may eliminate more than one threat while, in others, it may require 
several safeguards to reduce a single threat to an acceptable level. In cases where 
safeguards cannot be implemented to reduce the threat or threats to an acceptable level, 
providing those specific professional services would result in the member's compliance with 
the Code being compromised, the member should determine if declining or discontinuing 
the service or resigning from the engagement would be appropriate. 


Threats 


There are seven categories of threats identified in Topic 1.210 of the Code. They are not mutually 
exclusive in that a single threat may fall under more than one category. Threats are evaluated both 
individually and in the aggregate. The categories are: 


e The threat of self-review exists when the accountant performs some form of evaluation of 
matters that were previously influenced by the accountant’s judgment, such as when an 
accountant is performing an attest service in relation to a client's financial statements when 
the accountant’s firm performed bookkeeping services for that client. The self-review threat 
is the threat that the accountant will assume a level of reliability without performing an 
appropriate level of testing or other due diligence. 


e An advocacy threat exists when the accountant's actions effectively promote a client's 
interests or position. This would be the case if the accountant is: 
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o Providing forensic accounting services to the client in a conflict with third parties. 

o Providing investment advice for an officer, director, or shareholder holding 10% or 
more of the client's shares. 

o Promoting or underwriting the client's securities, or acting as a registered agent for 
the client. 

o Endorsing the products or services of a client. 


It does not result from testifying as a fact witness or defending the results of a professional 
service performed for the client. Advocacy is covered in detail in Topic 1.140. 


e The threat of an adverse interest exists when the interests of the client are in conflict with 
the interests of the accountant, which may inhibit the accountant from applying objectivity. 
This would be the case, for example, if the client and the accountant were involved in, or 
anticipating, litigation against each other. 


e The threat of familiarity results from a close and longstanding relationship with a client, 
potentially causing the accountant to become too sympathetic to the client’s interests or too 
trusting of the client's work or products. Examples of the types of relationships that create a 
familiarity threat include: 

o The spouse, a family member, or a close friend of an engagement team member is 
employed by the client. 

o The member has a close and significant business relationship with an officer, 
director, or significant shareholder of the client. 

o Senior firm personnel have a long-standing relationship with the client. 


e The threat of undue influence results from attempts by management or others to exercise 
an excessive amount of influence over the accountant. This may involve: 
o Aclient’s threat to replace the accountant as a result of a disagreement. 
o Aclient exerting pressure to limit an engagement to reduce fees. 


e The threat of self-interest occurs when the accountant has the opportunity to obtain a 
potential benefit from an interest in, or another relationship with, a client. This would be the 
case if: 

o The accountant has a financial interest in the client, the value of which may be 
affected by the results of the service being performed. 

o The accountant enters into an arrangement that involves a contingent fee rather 
than one that is predetermined. 

o The accountant relies excessively on the fees earned from the client. 


e The threat of management participation occurs when the accountant takes on the role of 
management for the client or performs management functions on behalf of the client. 
Assuming management responsibilities will generally impair a member's independence in 
relation to a client but will not necessarily, otherwise, indicate a violation of the Code. A 
member may still perform professional services for such a client provided the services do 
not require the accountant to be independent. 


e The performance of management functions does not impair independence as long as the 
member is not assuming management responsibility. The accountant may, for example, 
design a client's system of internal control provided the client takes responsibility for all 
decisions involving the allocation or use of resources, and the general requirements for the 
performance of nonattest services in section 1.295 of the Code, discussed later in this 
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chapter, have been met. This includes designating someone from the client's organization, 
preferably a member of senior management, who will take responsibility for the services 
performed by the CPA. 


Safeguards 


Safeguards are controls that eliminate or reduce threats, ranging from prohibitions against 
circumstances that create threats to procedures that counteract the potential risk associated with a 
threat. Safeguards are considered effective if they eliminate a threat or reduce it to an acceptable 
level. 


There are a number of factors that determine if safeguards are likely to be effective. The factors 
include the circumstances surrounding the situation, whether threats are identified properly, 
whether safeguards are designed appropriately, who applies the safeguards and who are subject to 
them, and how they are applied and the consistency with which they are applied. 


Certain safeguards are imposed on the accountant by requirements of the profession, or by 
legislation or regulation. Examples include: 
e Education, training, and continuing professional education (CPE) requirements 
e Professional standards, combined with monitoring and disciplinary processes and external 
reviews of the firm’s quality control 
e Legislation 
e Requirements related to competency and experience 


Other safeguards result from client characteristics or policies. These, which act in combination 
with other safeguards, might include: 
e Client personnel with an appropriate combination of skill, knowledge, and experience to 
oversee professional services provided by the accountant 
e Atone atthe top that emphasizes a commitment to fair reporting, compliance with laws and 
regulations, and ethical conduct 
e Client governance related to the accountant’s services that is structured and designed for 
appropriate decision making, oversight, and communication 
e Policies limiting the client's use of the accountant for services that impair independence, 
encourage noncompliance with ethical requirements, or would not serve the public interest 


Safeguards may be implemented by the firm. These may be many and varied, including: 
e Leadership that stresses the importance of ethical behavior and acting in the interest of the 
public 
e Policies and procedures designed to: 
o Implement and monitor quality control 
o Monitor compliance with firm policies 
o Monitor the firm's reliance on revenues from a single client 
e Training and timely communication of firm policies and procedures 
e Designating an appropriate individual from senior management to oversee the firm's quality 
control 
e Disciplinary policies designed to encourage compliance with policies and procedures, and to 
empower staff to communicate noncompliance 
e Discussing independence and ethics with the client's audit committee or the client’s 
governance, and establishing policies and procedures for independence-related 
communication 
e Disclosing to the audit committee the nature of services being provided and their related 
fees 
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e Consulting with interested third parties 
e Rotation of senior attest engagement personnel 
e Use of another firm to re-perform and take responsibility for portions of engagements 


Another safeguard that can be initiated by the firm would be to establish a consultation function. 
It would be staffed with experts in accounting, auditing, independence, or other relevant issues. 
They would assist the attest engagement team in assessing issues that are highly technical, require a 
great deal of judgment, or for which there is no guidance. They would also assist the engagement 
team in resisting undue pressure from the client when there are disagreements regarding those 
matters. 


Ethical Conflicts 


Ethical conflicts may arise as a result of various circumstances, but most relate to a circumstance 
where internal or external pressures create obstacles that interfere with following an appropriate 
course of action; where conflicts arise in applying relevant professional and legal standards, such as 
when reporting suspected fraud may be a violation of client confidentiality rules; or some 
combination of these. 


Departures from rules or laws may require justification when the member believes them to be 
appropriate in the circumstances. Members may suffer consequences, however, when resolution is 
not achieved in a manner that permits compliance with all applicable rules and laws. 


A CPA should consider consulting with others within their employing firm or organization before 
taking a course of action. If a course of action is not effective and an ethical conflict is not resolved, 
regardless of whether consultation occurred or not, the accountant should consider consulting with 
others or obtaining advice from a professional body or from legal counsel. When conflicts remain 
unresolved, it is likely that the CPA will be in violation of one or more rules and the CPA should 
consider whether it is appropriate to continue a relationship with the engagement team, 
assignment, client, firm, or employer. 


Topic 1.100 - Integrity and Objectivity 
In performance of any professional service, a member shall maintain objectivity and integrity, avoid 
conflicts of interest, and not knowingly misrepresent facts or subordinate their judgment to others. 


Topic 1.110 - Conflicts of Interest 


Conflicts of interest arise when a CPA is performing professional services related to a matter for two 
or more clients with conflicting interests or when the interests of the CPA or the CPA's firm conflict 
with those of the client. Before accepting an engagement or a relationship, the CPA should evaluate 
a potential conflict of interest by identifying: 
e The relationships among parties involved and the natures of their relevant interests, which 
may change during the course of the engagement; and 
e The nature and implications of the service being provided. 


Safeguards may reduce the threat of a conflict of interest to an acceptable level. Maintaining 
separate engagement teams, for example, with clear policies and procedures for maintaining 
confidentiality may be an adequate safeguard to reduce the threat of a conflict of interest to a 
reasonable level when the conflict arises from performing services for two or more clients with 
conflicting interests related to the subject matter of the engagements. 


Serving as a director on the board of an entity may create a conflict of interest if the entity, such as a 
bank, enters into or considers transactions with the CPA's clients. The member may consider 
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limiting the relationship to a consulting arrangement, excluding transactions that may involve the 
CPA's clients. If, however, the CPA does serve as a director, threats and safeguards should be 
evaluated to make certain that threats are at an acceptable level. 


When a conflict of interest does exist, even when threats are reduced to an acceptable level, the 
accountant is required to disclose the nature of the conflict to clients and others affected by it and to 
obtain their consent for the performance of the professional services. 


Topic 1.120 - Gifts and Entertainment 


Offering gifts or entertainment to a client or accepting gifts or entertainment from a client may 
create various threats to the CPA's compliance with the Code, including threats associated with self- 
interest, familiarity, and undue influence. Threats cannot be reduced to an acceptable level when 
the offer or acceptance of gifts is in violation of member or client policies or applicable laws, rules, 
or regulations if the member is aware of the violation or is unaware due to recklessness. 


Threats may be reduced to an acceptable level when gifts or entertainment are reasonable in the 
circumstances when considering such factors as the nature of the item, the occasion giving rise to it, 
the cost, and other facts and circumstances surrounding it. 


Topic 1.130 - Preparing and Reporting Information 


In order to comply with the rule regarding integrity and objectivity, a member who is responsible for 
recording, maintaining, preparing, approving, or presenting information has an obligation to adhere 
to the relevant reporting framework when there is one. When there is not, the accountant should 
apply professional judgment, taking into consideration the purpose for which the information is 
being presented and the audience it is intended for. The information should not be presented ina 
manner intended to mislead, nor should there be omissions that cause the information to be 
misleading. 


Making materially false and misleading entries in an entity's financial statements or records, or 
permitting or directing another to do so; failing to correct materially false and misleading financial 
statements or records of an entity with the authority to do so; and signing a document containing 
false and misleading information, or permitting or directing another to do so, create threats to 
compliance with the rule regarding integrity and objectivity that could not be reduced to an 
acceptable level. 


Differences of opinion between a member and supervisors or other individuals within the member's 
organization may create self-interest, familiarity, or undue influence threats to the members’ ability 
to comply with the integrity and objectivity rules as a result of the potential of subordinating the 
member's judgment. A supervisor, for example, may take a position that the member believes is not 
in compliance with standards, represents a material misstatement of facts, or violates applicable 
laws or regulations. In such cases, threats cannot be reduced to an acceptable level and the 
member should: 

e Discuss concerns with the supervisor. 

e Discuss concerns with an appropriate higher level of management within the member's 
organization when the difference of opinion cannot be resolved through discussion with the 
supervisor. Appropriate actions in response might involve: 

o Correcting the information. 
o Informing those to whom the information has already been given of the correct 
information. 
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e If the member concludes that appropriate actions are not taken, the member should follow 
certain safeguards to reduce or eliminate the threats to an acceptable level: 

o Consult with an appropriate professional organization or body. 

o Determine if the member's organization has internal policies and procedures for 
reporting differences of opinion. 

o Determine whether the member is responsible for communicating with third parties, 
such as regulatory agencies, keeping confidentiality requirements in mind. 

o Consult with legal counsel. 

o Document an understanding of the facts, the matters involved, and the 
conversations held, identifying the parties with which they were held. 


If threats can be reduced to an acceptable level, the member will discuss conclusions with the other 
party and take no further action. 


Upon a conclusion that no safeguards can eliminate the threats or reduce them to an acceptable 
level, the member should not be willing to continue to be associated with the information, consider 
whether it is appropriate to continue in a relationship with the organization and should take steps to 
eliminate exposure to having subordinated judgment. 


Pressure may be explicitly or implicitly placed upon a member to breach the rules of conduct, the 
rules related to integrity and objectivity most commonly. Pressure may be imposed by colleagues or 
supervisors within the member's organization or from external sources, such as customers or 
vendors, lenders, or others. A member should neither yield to such pressure resulting in a breach to 
the Code nor exert pressure on others such that a breach may result. 


Pressure may relate to any combination of: 
e Conflicts of interest; 
e Presentation or suppression of information; 
e Performing tasks without an appropriate level of competence or due care; 
e Advancing the interests of those with financial interests; and 
e Gifts and entertainment. 


The member should make a determination whether the pressure could result in a breach, 
consulting with others, as appropriate, taking into consideration the implications of the 
interpretation “Confidential Information Obtained from Employment or Volunteer Activities.” If the 
member concludes that the pressure would result in a breach, there are a number of safeguards 
that may be considered. The member might: 
e Tryto resolve the matter by discussing it with the individual exerting the pressure. 
e Discuss the matter with a supervisor or parties at a higher level, such as management, 
internal and independent auditors, or members of those charged with governance. 
e Request a change in responsibilities, removing the member from the influence of the party 
exerting the pressure. 
e Expose the matter using the mechanisms within the organization, such as whistleblower 
policies. 
e Consult with legal counsel. 


If the member determines that the pressure to breach cannot be eliminated, the member should 
not undertake, or should cease undertaking, the activity that would result in the breach and 
consider whether to remain involved in a relationship with the organization. The member should 
also document an understanding of the facts, the matters involved, the conversations held, 
identifying the parties with which they were held, and how the matters were addressed. 


©Roger CPA Review Page 2-9 


Section 2 Professional Responsibilities & Ethics 


Topic 1.140 - Client Advocacy 


When performing certain nonattest services for a client, such as tax or consulting services, the 
member may be in position to act as an advocate for the client in supporting the client’s position on 
accounting or financial reporting issues to other engagement team members or to standard setters 
or regulators. These services may pose threats to the member's ability to comply with the integrity 
and objectivity rules that should be evaluated. 


Topic 1.150 - Use of a Third-Party Service Provider 


Use of a third-party service provider in a professional engagement may expose the third party to 
confidential information posing a threat to the member's ability to comply with the integrity and 
objectivity rules. Before disclosing confidential client information to a third-party service provider, 
the member should inform the client, preferably in writing. 


Topic 1.200 - Independence 


A member in public practice shall be independent in the performance of professional services when 
independence is required by applicable professional standards. 


Independence is the ability to act with integrity and objectivity and applies to a covered member 
and to the member's immediate family, including the member's spouse or spousal equivalent, and all 
dependents, whether related or not. A covered member would be any of the following: 
e Amember of an attest engagement team or an individual in a position to influence the attest 
engagement 
e A partner, partner equivalent, or manager providing more than 10 hours of nonattest 
services to the attest client within a fiscal year 
e A partner or partner equivalent in the same office in which the lead engagement partner for 
the attest engagement practices 
e The firm and its employee benefit plan 
e Anentity under the control of any one of the other covered members described and two or 
more of those individuals or entities acting together 
e With agreed-upon procedure engagements only, covered members may be limited to those 
participating in or directly supervising the engagement, and individuals consulting with the 
engagement team on technical or industry-related issues. 


A covered member: 
e Must maintain independence for certain engagements (ERAS) 
o Examinations - Audits 


o Reviews - Conclusions Attest Function = Must be 
o Agreed-upon procedure engagements leading to Independent 

findings Independence required for: 
o Special reports e Audit- Yes 


e Review - Yes 


o Taxes - No 


o Compilation - No 
o Preparation eng’s - No 
o Consultation - No 
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e Need not be independent for: 
o Taxes 
o Consultations 
o Preparation engagements 
o Compilations (when a lack of independence is indicated) 


e Independence should be maintained in both: 
o Fact- State “of mina" 
o Appearance - How it appears to the public 


The Code provides some specific guidance as to certain events, circumstances, or conditions that will 
create threats to independence that cannot be reduced to an acceptable level. If, for example, a 
member has any direct financial interest in a client, independence is impaired and no safeguards 
could reduce the threat to independence to an acceptable level. 


When events, circumstances, or conditions that might impair independence are not addressed 
directly in the Code, the member is required to apply the conceptual framework approach, applied in 
the same manner as the conceptual framework approach related to the Code itself. 


Topic 1.210 - Conceptual Framework Approach 


Rules of conduct incorporated in the Code provide indications as to when independence is in fact 
impaired, such as a direct financial interest in a client or having the authority to sign checks on a 
client's bank account. Even when a CPA has not engaged in any activity or relationship that would 
specifically impair independence, however, threats to independence may be at an unacceptable 
level. 


Threats to independence are considered to be at an acceptable level when a reasonable and 
informed third party, aware of the relevant information, would conclude that the member's 
independence is not impaired. As a result, the member will focus on the appearance of 
independence when applying the conceptual framework. 


Threats to independence include: 
e Adverse interest threat - When a member's interests are in opposition to the clients, such 
as when they are involved in, or anticipating, litigation, the member may not act objectively. 


e Advocacy threat - A member may compromise independence when promoting a client's 
position, depending on the degree to which the member promotes it. This may be the case 
when the member is promoting the client’s securities in an initial public offering, serving as 
an expert witness on behalf of the client, or representing the client in tax court or elsewhere. 


e Familiarity threat - A long relationship with a client may make a member sympathetic to a 
client's interests or accepting of the client's work or product, such as when there has been a 
history of work that has been essentially error-free in the past. The degree to which this 
occurs may cause a threat to the member's independence, particularly when an immediate 
family member or close relative holds a key position with the attest client; a partner of the 
firm, or the equivalent, has been on the engagement team for the attest engagement for an 
extended period of time; or a member of the engagement team's firm has recently been a 
director or officer of the attest client or has a close friend in a key position. 
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e Management participation threat - A member who serves as an officer or director of an 
attest client; accepts responsibility for the design, implementation, or maintenance of 
internal control for an attest client; or hires, supervises, or terminates employees of the 
attest client, creates a management participation threat to independence. An auditor, for 
example, may decide to ignore a significant deficiency in internal control when the auditor's 
firm has accepted responsibility for their design and implementation of internal control. 
When this is the case, of course, the accountant would not be independent since accepting 
responsibility for the design and implementation of internal control involves assuming a 
management responsibility. Doing so raises the management participation threat to an 
unacceptable level in relation to independence. In such a case, no safeguards would be able 
to reduce the threat to an acceptable level. 


e  Self-interest threat - When a member may benefit from an interest in, or relationship with, 
an attest client, a self-interest threat to independence is created. The benefit may be 
financial or nonfinancial, including a direct financial interest or material indirect financial 
interest in an attest client; a loan from the client, an officer or director, or a significant 
shareholder of the attest client; an excessive reliance on fees from a single attest client; or a 
material joint venture or business arrangement with an attest client. 


e  Self-review threat - When a member or the member's firm performs nonattest services for 
an attest client, there is the possibility that either the member will not test the information 
with an appropriate level of due diligence, or may overlook an error or other discrepancy to 
preserve the reputation of the firm and the relationship with the client, creating a self-review 
threat to the member's independence. 


e Undue influence threat - An undue influence threat is the threat that the member will 
subordinate judgment to a third party as a result of a third party's reputation or expertise, 
aggressive or dominant personality, or attempts to coerce or exercise excessive influence; or 
to someone associated with the attest client due, perhaps, to a threat to replace the 
member or the member's firm over a disagreement, pressure to reduce procedures as a 
means of reducing fees, or receiving gifts from the attest client or related parties. 


Similar to the approach used in evaluating threats to compliance with the Code, the member will 
evaluate safeguards to determine if there are those that are already in place that reduce threats to 
independence to an acceptable level. If threats are not already reduced to an acceptable level, the 
member will evaluate other safeguards that may be implemented that may so reduce it. 


The member will consider safeguards imposed by the requirements of the profession or by laws or 
regulations; those resulting from client characteristics or policies; and those implemented by the 
firm. 
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Lecture 2.02 - AICPA Code of Professional Conduct 


(Continued) 


Topic 1.220 - Accounting Firms 


When a firm is part of a network of firms, all firms within that network are required to comply with 
the independence rules in relation to an attest client of any of the firms within that network if the 
use of the audit or review report for the client is not restricted. In other cases, the covered member 
should consider any threats to independence that the covered member knows of or has reason to 
believe may be created by the interests or relationships of other firms within the network. 


A firm is considered to be part of a network of firms if the firms cooperate to enhance their ability to 
provide professional services through cross referrals and other means and has one or more of the 
following additional characteristics: 
e Acommon brand name or initials that are part of the firm name 
e Common control through ownership or management 
e Sharing of profit and costs with the exception of certain costs such as those of operating the 
association and other costs that are not material to the firm 
e Collaboration to create a common business strategy that member firms are held 
accountable for implementing 
e Sharing of significant professional resources, such as systems and staff 
e Uniform quality control policies monitored and enforced by the association 


A covered member may also be part of an alternative practice structure (APS), which is required 
to comply with independence rules; is required to be organized in a form allowed by applicable laws, 
rules, and regulations; and is required to comply with the rules in the Code related to the form of an 
organization and its name (1.800). 


An APS is an organization in which a firm provides attest services while other professional services 
are performed by another public or private organization that is closely aligned, such as a CPA firm 
with a closely aligned consulting entity. Independence rules apply to both covered members and 
direct superiors in an APS. 
e Covered members include employed and leased individuals otherwise having the 
characteristics of a covered member. 
e Direct superiors are covered members who can directly control the activities of an 
engagement partner or manager. 


Indirect superiors, those one or more levels above direct superiors, can impair independence by 
having a material relationship with an attest client that is prohibited as a financial interest (1.240); 
acts as a trustee or executor (1.245); has a prohibited loan (1.260); maintains joint closely held 
investments with the attest client (1.265); or is involved in any of a variety of specific relationships. 
An indirect superior may, however, perform nonattest services that would be prohibited to the firm 
performing attest services without impairing independence. 


When an attest firm allows members of another firm which is not independent of an attest client to 
participate in an attest engagement, threats to independence cannot be reduced to an acceptable 
level and the attest firm's independence will be impaired. Members of the non-independent firm, 
however, may serve in a capacity similar to that of an internal auditor as long as the firm complies 
with auditing standards. 
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A member whose independence becomes impaired after the issuance of a report may reissue the 
report provided the member or the member's firm does not perform procedures associated with 
updating or dual dating the report. 


An indemnification clause in an engagement letter, in which an attest client holds the member 
harmless from liability resulting from knowing misrepresentations by management does not impair 
independence. Independence would be impaired, however, if an attest firm indemnifies an attest 
client from liability arising directly or indirectly from the acts of the attest client. An alternative 
dispute resolution clause in an engagement letter would not impair independence. 


Topic 1.230 - Unpaid Fees 


When fees for services that were performed more than one year before the date of the current-year 
report remain unpaid, this creates a threat to independence that cannot be reduced to an 
acceptable level. This is true even if the fees have not been billed to the client and if the client has 
signed a note for the amount owed. This does not apply, however, to unpaid fees due from a client 
in bankruptcy. 


Topic 1.240 - Financial Interests 


In general, a member who possesses or has a commitment to acquire a direct or material indirect 
financial interest in an attest client creates a self-interest threat that cannot be reduced to an 
acceptable level and the member's independence would be impaired. The same would be true if a 
partner or professional employee of the firm, including the partner’s immediate family or any group 
of those individuals acting together, owned more than 5 percent of an attest client during the period 
of the attest engagement. 


Certain other financial interests may or may not create threats to independence that cannot be 
reduced to acceptable level, impairing independence. 

e Threats to independence may be reduced to an acceptable level when a member receives an 
unsolicited direct or indirect financial interest in an attest client, such as through a gift that is 
not material to the member, if the member applies two safeguards: 

o The financial interest is disposed of within 30 days of learning of the interest, or 
sooner if practicable; and 

o The member does not participate on the attest engagement team during the period 
in which the covered member does not have the right to dispose of the financial 
interest. 


e Ownership of shares of a mutual fund constitutes a direct financial interest in the mutual 
fund. Ownership of the underlying investments of the mutual fund may be direct or indirect, 
depending on the proportion of the mutual fund owned by the member and the diversity of 
the mutual fund's holdings. 

o Ownership of 5% or less of a diversified mutual fund results in an immaterial indirect 
financial interest in its investments. 

o Ownership of more than 5% of a diversified fund, or an ownership interest in an 
undiversified fund, should be evaluated to determine if the member holds a material 
indirect interest. 


e Financial interests in retirement, savings, compensation, or similar firm-sponsored plans may be 
direct or indirect financial interests, based on circumstances. 
o Investments in a firm-sponsored plan are direct financial interests of the firm. 
o The ability to supervise or participate in a plan's investment decisions creates a direct 
financial interest while the inability to do so results in an indirect financial interest. 
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o Financial interests held by a defined benefit plan are only considered the financial 
interest of amember who is a trustee or otherwise supervises or participates in the 
plan's investment decisions. 

o Allocated shares held in an employee stock ownership plan (ESOP) are indirect 
financial interests until the member has the right to dispose of the allocated shares 
of the ESOP. 

o Interests resulting from share-based compensation arrangements, including rights 
to acquire equity interests and restricted stock awards are direct financial interests 
even if they are not vested or exercisable. 


e A partnership interest is a direct financial interest in a general or a limited partnership. 

o Ageneral partner has a direct financial interest in the partnership’s financial 
interests. 

o A limited partner has an indirect financial interest in the partnership's financial 
interests unless the limited partner controls the partnership, supervises or 
participates in the partnership's investment decisions, or has the ability to replace 
the general partner or participate in investment decisions, in which case the interest 
is direct. 


e Anownership interest in a limited liability company (LLC) is a direct financial interest in the 
LLC. 

o The managing member and those with the ability to control, supervise, or participate 
in the LLC's investment decisions have direct financial interests in the LLC's financial 
interests. 

o Others without the ability to control, supervise, or participate in the LLC’s investment 
decisions have indirect financial interests. 


e The account owner of a Section 529 plan (Education savings plan) has a direct financial 
interest in the plan, but beneficiaries do not have a direct or indirect financial interest in the 
plan. 


Topic 1.245 - Trusts and Estates 


If an estate or trust has any direct or any material indirect financial interest in an attest client, a 
threat to the member's independence would not be at an acceptable level if the member served as 
trustee of the trust, or executor or administrator of the estate, during the period of the professional 
engagement if any of the following also applied: 
e The member had the authority to make investment decisions for the trust or estate; 
e The trust or estate either owned, or was committed to acquire, an equity interest in excess 
of 10% of the attest client's outstanding equity securities; or 
e The value of the equity interest in the attest client exceeded 10% of the total assets of the 
trust or estate. 


When the CPA is the grantor of a trust, the trust and its investments are considered direct financial 
interests of the CPA, even if the trust is a blind trust, if the trust's investments ultimately revert to the 
CPA, or if the CPA: 

e Can amend or revoke the trust; 

e Has the authority to control the trust; or 

e Has the ability to participate in, or supervise, the trust’s investment decisions. 


If none of those circumstances apply, the CPA has a direct financial interest in the trust and an 
indirect financial interest in the trust's underlying investments. 
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Topic 1.250 - Participation in Employee Benefit Plans 


When a CPA is a participant in an employee benefit plan that is either sponsored by an attest client 
or is, itself, an attest client, independence is generally impaired due to the self-interest threat. The 
threat would be reduced to an acceptable level, however, in certain circumstances the CPA is a 
participant in a public employee retirement plan that is sponsored by more than one governmental 
organization, one of which is the employer of the CPA. In addition: 
e The CPA is required as an employee to participate in the plan, which is offered to all 
employees in comparable positions; 
e The CPA does not influence or control key aspects of the plan such as investment strategy, 
benefits, or other management activities; and 
e The CPA may not serve in a role prohibited by ET 1.275, Current Employment or Association 
with an Attest Client. 
When, as a result of an immediate family member's employment, that family member is a 
participant in a plan that is an attest client or is sponsored by an attest client, the requirements of ET 
1.270, Family Relationships with Attest Clients, are to be complied with. 


Topic 1.255 - Depository, Brokerage, and Other Accounts 


A firm may have funds on deposit at an attest client that is a bank or similar depository institution 
without impairing its independence as long as the firm concludes that the likelihood that the 
institution will experience financial difficulties is remote. An individual’s independence would not be 
impaired as long as: 

e The balance on deposit is fully insured; or 

e The aggregate of uninsured amounts is not material to the individual; or 

e Uninsured amounts that are considered material are reduced to an amount that is not 

material within 30 days of when it became, or becomes, material to the individual. 


When a CPA maintains brokerage or other accounts with an attest client that is an insurance 
company, investment advisor, broker-dealer, bank, or other member of the financial services 
industry, impairment of independence may be avoided if certain safeguards are in place: 
e The attest client is providing services applying its normal terms, procedures, and 
requirements; and 
e Any risk of loss, such as from the client's bankruptcy, insolvency, fraud or illegal acts, or 
other circumstances, is not material to the individual after considering protections from 
federal, state, or other insurers or from other sources. 


An insurance policy from a stock or mutual life insurance company is not considered a financial 
interest unless the policy offers the policy holder an investment option. Holding such a policy would 
create a self-interest threat to independence only if the policy was not obtained under the issuing 
entity’s normal terms, procedures, and requirements. 


When a CPA holds an insurance policy with an investment option, independence may be impaired. 
e If not obtained under the insurers normal terms, procedures, and requirements, threats to 
independence would not be at an acceptable level. 
e When obtained under the insurer’s normal terms, procedures, and requirements, a direct 
financial interest would be created if the CPA participates in or oversees investment 
decisions and the self-interest threat would be at an unacceptable level 
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Topic 1.260 - Loans, Leases, and Guarantees 


Loans to or from an attest client, an officer or director of an attest client, or an individual owning 
10% or more of an attest client's outstanding ownership interests create a self-interest threat that 
may not be at an acceptable level. Unsecured loans that are not material to the CPA's net worth, 
home mortgage loans, and secured loans will not raise the threat to an unacceptable level if certain 
safeguards are all in place: 

e The loan was obtained under the institutions normal terms, procedures, and requirements. 

e The loan was obtained prior to the institution becoming an attest client; from a lender that 
was not an attest client but was subsequently sold to an attest client; or prior to the CPA 
becoming a covered member. 

e The loan has been maintained as current at all times as long as the borrower has been a 
covered member and there have been no changes to the terms of the loan not provided for 
in the original agreement. 

e The estimated value of collateral at least equals the outstanding balance of the home 
mortgage or secured loan. 


Obtaining one of the following from a lending institution under its normal lending procedures, 
terms, and requirements would not impair a CPA's independence as long as the CPA is in compliance 
with the terms of the agreement at all times: 
e Automobile loans or leases collateralized by the automobile; 
e Loans fully collateralized by the cash surrender value of an insurance policy or cash deposits 
at the same institution; or 
e Credit cards and overdraft protection with an aggregate balance of no more than $10,000 
after payment of the most recent monthly statement, made within the grace period. 


A lease arrangement with an attest client would not raise threats to an unacceptable level if all of the 
following safeguards are in place: 

e The lease meets the criteria to be accounted for as an operating lease under GAAP; 

e The terms and conditions are comparable to other similar leases; and 

e All payments are made in accordance with the lease terms. 


Topic 1.270 - Family Relationships with Attest Clients 


In general, members of a CPA's immediate family, which include the CPA's spouse or spousal 
equivalent, and all dependents, whether related or not, are required to comply with the 
independence rules to avoid impairing the independence of the CPA. Any financial interests of 
immediate family members are attributed to the CPA, including when determining the materiality of 
an indirect financial interest. Without impairing a CPA's independence, an immediate family 
member may: 

e Be employed by an attest client provided it is not in a key position, which would create the 
threats of management participation, familiarity, and self-interest. 

e Participate in an employee benefit plan that is an attest client or is sponsored by an attest 
client as long as the family member is not in a key position with the client, the plan is offered 
to all employees in comparable positions, the family member is not part of the plan’s 
governance, and the family member does not participate in or oversee investment decisions. 

e Participate in a retirement plan that is not an attest client or sponsored by an attest client 
but that holds an investment in an attest client provided: 

o The CPAdoes not participate in, and cannot influence, the attest engagement; 
o The family member has no investment options that do not involve an investment 
option in an attest client; and 
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o If given the opportunity to invest in other than in attest client or an attest client 
investment option, the family member disposes of financial interests in attest clients 
as soon as is practicable, no later than 30 days after the option becomes available. 


Actions and circumstances related to close relatives, which are parents, siblings, and 
nondependent children, may also result in an impairment of a member's independence. This would 
be the case if either a member of the engagement team, or an individual in a position to influence 
the engagement team or any partner or partner equivalent in the office of the engagement has a 
close relative: 
e Ina key position with the attest client during the period covered by the engagement or 
during the period of the engagement; or 
e With a financial interest in the attest client that is known or believed to be material to the 
relative or enables the relative to exercise significant influence over the attest client. 


Topic 1.275 - Current Employment or Association with an Attest Client 


When a member is employed or associated with an attest client as a director, officer, employee, 
promoter, underwriter, voting trustee, or trustee of a pension or profit-sharing plan during the 
period covered by financial statements or during the period of the professional engagement, the 
familiarity, management participation, advocacy, or self-review threats will be raised to an 
unacceptable level and independence will be impaired. The member may serve as an adjunct 
faculty member for an attest client educational institution provided the member: 

e Is notin a key position with the educational institution; 

e Does not participate on, nor can influence, the engagement team; 

e ls employed by the educational institution in a non-tenured or part-time position; 

e ls nota participant in an employee benefit plan to the extent that it is not required; and 

e Does not assume management responsibilities or set policy for the institution. 


Threats would be at an acceptable level if a member's association with an attest client consisted of: 

e Serving as an honorary director or trustee for an attest client not-for-profit organization 
provided the position is clearly honorary and held in name only; the member does not vote 
or otherwise participate in board or management responsibilities; and, if named in 
letterheads or materials that are circulated externally, is identified as an honorary director or 
trustee. 

e Serving on the advisory board of an attest client provided the responsibilities are truly 
advisory in nature; the advisory board is neither authorized to make nor does it appear to 
make management decisions; and the advisory board is distinct from the decision-making 
body with a minimum of common members. 

e Serving on a committee established to study possible changes in the form of an attest client 
county government, or the government of the state in which the attest client county 
government resides, and advising the county government client. 

e Serving as the treasurer for a mayoral campaign when the attest client is the candidate's 
political party or the municipality in which the candidate is running. Independence would be 
impaired, however, if the campaign organization itself was the attest client. 


ACPA may not serve on the engagement team, or be in a position to influence the engagement 
team, of an attest client at which the CPA had been employed as an officer, director, promoter, 
underwriter, voting trustee, or trustee for the entity’s pension or profit sharing trust during any 
portion of the period or periods to which the attest engagement applies. 
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Independence will not be impaired if a CPA fails to disassociate from an attest client before 
becoming a covered member if certain safeguards are all met: 


The member discontinues participation in the client's employee health and welfare plans 
unless the client is legally required to allow the member to participate and the member pays 
100% of the cost of participation on a current basis; 
The member discontinues participation in all other employee benefit plans and disposes of 
all vested benefits from the plan at the earliest date permitted by the plan; 

o Disposal is not required if the member would be subject to a significant penalty 

o The covered member must not participate on the attest engagement team or be ina 

position to influence the engagement. 

The member disposes of any direct and any material indirect financial interest in the client; 
The member collects or repays any loans to or from the client’ and 
The covered member evaluates whether other relationships with the attest client create 
additional threats that must be addressed. 


Seeking or discussing potential employment or other association with an attest client, including 
receiving a specific offer of employment, would impair independence unless: 


The circumstances are promptly reported to an appropriate party at the firm; or 

The individual discontinues participation in the engagement or providing services to the 
attest client until either the offer is rejected or employment with the client is no longer being 
sought. 


A member who leaves from a CPA firm to take a key position with an attest client would potentially 
have created the threat of familiarity, self-interest, undue influence, or management participation. 
Independence will be impaired unless: 


Amounts due to the member from the firm are not material to the firm; 

The member has no remaining capital balance in the CPA firm; 

The member cannot influence the firm's operations or financial position; and 

The member is not associated with the firm and does not participate, or appear to 
participate, in the firm’s business once employed or associated with the attest client, even if 
compensated for doing so. 


In addition, the ongoing engagement team should consider whether to modify engagement 
procedures. If the member left the firm within one year of an engagement, an appropriate firm 
member should review the subsequent attest engagement and ascertain that an appropriate level 
of professional skepticism was applied, considering: 


The position the member holds with the attest client’ 

The position the member held with the firm; and 

The nature of services performed by the member for the attest client while associated with 
the firm. 
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Employment with Audit Client 


e Prior to leaving: 
o Must inform audit firm of conversations with client about possible 
employment. 
Immediately be removed from the audit. 
Once removed, the audit firm must review the work performed by the 
departed auditor. 


e After employed by the audit client: 
o Audit firm must consider modifying the audit plan. 
o Assure remaining audit team is objective. 


e The next annual audit must be separately reviewed by an audit firm professional 
uninvolved in the audit. 


Topic 1.280 - Memberships 


Although memberships do create or enhance threats associated with management participation, 
self-review, and self-interest, they do not necessarily impair independence. 


A pro rata share of a club’s equity or debt securities held by a CPA belonging to an attest 
client social club would not be considered a direct financial interest if the club membership 
is essentially a social matter. 

Membership in an attest client trade association would not impair independence unless the 
CPA serves in an inappropriate position, as indicated in ET section 1.275, such as a director, 
officer, or employee during the period covered by the financial statements subject to the 
attest engagement or during the period of the engagement. 


Threats associated with membership in a common interest realty association (CIRA) that is an attest 
client would not impair independence if: 


The association performs public safety, road maintenance, and utility functions, similar to a 
local government; 

The CPA's annual assessment is not material to either the CPA or the CIRA’s budget; 
Liquidation of the CIRA would not result in a distribution to the CPA; and 

The CPA would not be liable to the CIRA’s creditors if it were to become insolvent. 


Subject to those restrictions related to depository accounts and loans, membership in an attest 
client credit union would not impair the CPA's independence if membership was based on the CPA's 
qualifications or characteristics other than the fact that the CPA provides professional services to the 
credit union. If membership is due to providing professional services to the credit union, 
independence would be impaired. 
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Topic 1.285 - Gifts and Entertainment 


Offering a gift to, or accepting a gift from, an attest client, an individual in a key position with an 
attest client, or an individual owning 10% or more of an attest client’s outstanding equity may impair 
independence if the threats of undue influence or self-interest are increased to an unacceptable 
level. To avoid impairing independence: 
e Agift may only be accepted from an attest client if it is clearly insignificant to the recipient. 
e Being entertained by an attest client is acceptable if it is reasonable under the 
circumstances. 
e ACPA may only offer gifts or entertainment to a client that is reasonable under the 
circumstances. 


In determining if a gift or entertainment is reasonable under the circumstances, the CPA will 
consider: 

e The nature of the item and the occasion giving rise to it; 

e The cost or value; 

e The nature, value, and frequency of other gifts or entertainment offered or accepted; 

e Whether business was actively conducted before, during, or after entertainment; 

e Whether or not other attest clients participated; and 

e The individuals from the attest client involved. 


Topic 1.290 - Actual or Threatened Litigation 


Litigation, whether actual or the expressed intention to begin litigation may create an adverse 
interest or a self-interest threat that could be at an unacceptable level. The materiality of such 
actual or threatened litigation to the CPA, the CPA's firm, and to the client should be evaluated by 
the CPA in making a determination. Whether or not independence is impaired will depend on the 
facts and circumstances surrounding each situation and will require the CPA to apply professional 
judgment. 


Some, but not all, actual or threatened litigation between a CPA and an attest client will impair 
independence. Independence will not be impaired by litigation that is not related to the client's 
attestation engagement and is not material to either the CPA or the attest client. Examples of 
litigation that will impair independence include: 
e Deficiencies in audit work performed for the attest client alleged by its present management. 
e Allegations by the CPA of fraud or deceit by management. 


Any threats to a CPA's independence due to actual or threatened litigation is eliminated when the 
parties reach final resolution and the matter no longer affects the relationship with the attest client. 
This is a matter of the CPA's professional judgment. 
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Lecture 2.03 - AICPA Code of Professional Conduct 


(Continued) 


Part 1 


Topic 1.295 - Performance of Nonattest Services and Independence 

Many CPA firms provide a variety of nonattest services for their attest clients, the most common of 
which include bookkeeping; tax compliance; and nontax disbursement services; such as payroll 
services. The performance of nonattest services may create se/f-review, management participation, or 
advocacy threats to independence. When significant threats to independence exist during either the 
period during which the professional engagement is being performed, or the period covered by the 
financial statements that are the subject of the attest service, they must be reduced to an acceptable 
level or independence will be impaired. 


Certain nonattest services, and certain conditions under which nonattest services are performed 
create threats to independence that cannot be reduced to an acceptable level. These will not 
prevent the CPA from performing an attest service for such a client if: 
e The nonattest services were performed prior to the period in which the attest services were 
performed; 
e The nonattest services relate to periods prior to the periods covered by the financial 
statements that are the subject of the attest services; and 
e The financial statements for the period during which the nonattest services were performed 
were attested to by another CPA. 
o Ifthe attest engagement is an audit, the prior financial statements were audited by 
another CPA. 
o Ifthe attest engagement is a review, the prior financial statements were audited or 
reviewed by another CPA. 


In addition to bookkeeping, tax compliance, and payroll, other nonattest services include advisory 
services; appraisal, valuation, and actuarial services; benefit plan administration; business risk and 
corporate finance consulting; executive or employee recruiting; forensic accounting; information 
systems design, implementation, or integration; Internal audit; and investment advisory or 
management services. Preparing the financial statements for an attest client and performing a 
cash-to-accrual conversion or reconciliations as part of the financial statement closing process are 
also nonattest services. 


Although a CPA may not perform certain nonattest services for an attest client because they create 
threats to independence that cannot be reduced to an acceptable level, many nonattest services 
may be performed for an attest client without impairing independence. In order to make certain 
that independence is not impaired when performing nonattest services for an attest client, the CPA 
will address three distinct components of the Code. 


1. The CPA will evaluate the cumulative effect of all nonattest services being performed for the 
client, using a conceptual framework approach, to determine if threats to independence are 
at an acceptable level. 


2. The CPA will apply the three general requirements for performing nonattest services 
enumerated in the Code. 
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3. The CPA will evaluate the specific services being performed to make certain that none of them 
individually raise threats to independence to an unacceptable level. 


1. Cumulative Effect of Multiple Nonattest Services 

When a CPA performs multiple nonattest services for an attest client, the self-review and 
management participation threats may be elevated and the accountant should evaluate whether or 
not they are at an acceptable level and, if they are not at an acceptable level, whether safeguards 
that are in place, or that may be put into effect, will reduce them to an acceptable level. 


e The self-review threat is the threat that occurs when a CPA uses the results of performing a 
service for a client, such as bookkeeping services, as a component of another service, such 
as a review or an audit of the client’s financial statements, without appropriately evaluating 
the service previously performed, including the judgments made while performing that 
service. 


e The management participation threat is the threat that the CPA will assume management 
responsibilities. 


The three general requirements for performing nonattest services for an attest client are designed 
to reduce the self-review and management participation threats to an acceptable level. The fact that 
the three general requirements have been complied with does not, however, eliminate the need to 
evaluate the services performed in relation to all potential threats to independence as well as the 
cumulative effect of multiple nonattest services being performed for the attest client. 


2. Apply the 3 General Requirements for Performing Nonattest Services 

The performance of nonattest services for an attest client increases threats to the CPA's 
independence and the CPA should apply safeguards to avoid impairment. Specific nonattest 
services that a CPA may perform for an attest client raise threats to independence to an 
unacceptable level, which cannot be reduced to an acceptable level through the implementation of 
safeguards. When that is not the case, however, complying with the general requirements will 
reduce threats to an acceptable level. 


The general requirements fall into three categories: 
A. The client must accept its responsibilities; 
B. The accountant's responsibilities must be limited; and 
C. A written understanding must be established with the client. 


A. Client Responsibilities 
The first of the general requirements is that the client and its management must agree to assume all 
management responsibilities. Management responsibilities involve: 
e Leading and directing an entity; and 
e Making decisions regarding human, financial, and intangible resources, including their 
acquisition, use, control, and disposal. 


Examples of management responsibilities that the auditor may NOT assume include: 
e Setting policy or strategic direction for the client; 
e Directing, or taking responsibility for, the actions of client employees; 
e Authorizing, executing, or completing transactions, or having the authority to do so; 
e Preparing source documents; 
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e Having custody of client assets; 

e Deciding upon which recommendations of the CPA or others should be implemented; 

e Reporting to those charged with governance on behalf of management; 

e Serving as a stock transfer or escrow agent, registrar, general counsel, or in a similar role for 
an attest client; 

e Accepting responsibility for a client project; 

e Accepting responsibility for the preparation and fair presentation of the entity's financial 
statements in accordance with an applicable financial reporting framework (AFRF); 

e Accepting responsibility for designing, implementing, or maintaining (DIM) internal control; 
and 

e Performing monitoring procedures by evaluating internal controls on an ongoing basis. 


In addition, management must accept responsibility for oversight of the nonattest service being 
performed by the accountant for the client. The client does this by designating an individual with 
appropriate skill, knowledge, and experience, preferably someone in senior management, to fulfill 
the role. The party is not required to be able to perform the service but should have an adequate 
understanding to oversee it. 


The client must also agree to evaluate the adequacy and results of the service performed and accept 
responsibility for the results of the service. 


B. Limitation on Accountant's Responsibilities 

In order to maintain independence, the accountant may not assume any management 
responsibilities. In addition, the accountant must be satisfied that the client will be able to meet the 
criteria it agrees to in the form of accepting all management responsibilities and the oversight and 
responsibility for the nonattest services being performed by the accountant on its behalf. 


The accountant should also be satisfied that the client will: 
e Make an informed judgment in regard to the result of the service; and 
e Accept responsibility for significant judgments and decisions for which it has responsibility. 


C. Written Understanding 
In order to preserve independence, the accountant must enter into an understanding with a client 
regarding the nonattest services to be performed. The understanding is required to be in writing and 
is generally in the form of an engagement letter. It is required to include: 

e The objectives of the engagement; 

e The services to be performed; 

e An acknowledgement by the client that it is accepting its responsibilities; 

e An indication of the CPA's responsibilities; and 

e Limitations on the engagement, if any. 


3. Nonattest Services that Do or Do Not Impair Independence 
As indicated, certain nonattest services, and certain conditions under which nonattest services are 
performed create threats to independence that cannot be reduced to an acceptable level. The 
AICPA Code of Professional Conduct has provided guidance for when the accountant is performing 
certain types of nonattest services. These include: 

e Advisory services 

e Appraisal, valuation, and actuarial services 

e Benefit plan administration 

e Bookkeeping, payroll, and other disbursements 
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e Business risk consulting 

e Corporate finance consulting 

e Executive or employee recruiting 

e Forensic accounting 

e Information systems design, implementation, or integration 
e = Internal audit 

e Investment advisory or management 

e Tax services 

e Attestation services 


Advisory Services 

When a CPA provides advisory services to a client, the management participation and self-review 
threats are affected. These threats will be at an acceptable level, however, if the services are 
exclusively advisory in nature and the accountant does not assume any management 
responsibilities. 


Without raising threats to an unacceptable level, a CPA may: 
e Provide advice, resources for research, and make recommendations to management to 
assist it in performing its functions and making its decisions; 
e Attend board meetings as an advisor with no voting rights; 
e Provide interpretations of financial statements, forecasts, or other analyses; or 
e Advise management regarding its anticipated plans, strategies, or relationships. 


Appraisal, Valuation, and Actuarial Services 

When a CPA provides appraisal, valuation, and actuarial services, the management participation and 
self-review threats are affected. When these services both involve a significant degree of subjectivity 
and are material to the client's financial statements, either individually or in combination with other 
valuation, appraisal, or actuarial services, threats would not be at an acceptable level and could not 
be reduced to an acceptable level by the application of safeguards. 


Valuations of ESOPs or business combinations, and appraisals of assets or liabilities generally 
require a significant degree of subjectivity and impair independence if the results are material to the 
client's financial statements. An actuarial valuation of pension or postemployment benefit liabilities 
do not generally require a significant degree of subjectivity and would not raise threats to 
independence to an unacceptable level. In addition, appraisals, valuations, and actuarial services 
that are performed for nonfinancial statement purposes would not raise threats to an unacceptable 
level. 


Benefit Plan Administration 
When a CPA provides benefit plan administration services, the management participation and self- 
review threats are affected. Without raising threats to an unacceptable level, however, a CPA may: 

e Communicate summary plan information to a trustee of the plan; 

e Provide management advice regarding the application and impact of provisions in a plan 
document; 

e Process transactions initiated by plan participants or approved by administrators such as 
processing investment or benefit elections, processing changes in contributions to the plan, 
performing data entry, preparing participant confirmations, and processing distributions 
and loans; 

e Prepare account valuations for plan participants; and 

e Prepare and transmit participant statements. 
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Threats, however, would be raised to an unacceptable level and the accountant would not be able to 
reduce them to an acceptable level through the application of safeguards if the accountant (Cannot 
do): 

e Makes policy decisions for management; 

e Interprets plan provisions for a participant without management concurrence; 

e Disburses funds on behalf of the plan; 

e Has custody of plan assets; or 

e Serves in a fiduciary capacity, as defined in ERISA. 


Bookkeeping, Payroll, and Other Disbursements 

When a CPA provides bookkeeping, payroll and other disbursement services, the management 
participation and self-review threats are affected. Without raising threats to an unacceptable level, 
however, a CPA may: 

e Record transactions, for which the client has approved or determined the account 
classification, in the client's general ledger; 

e Post transactions, coded by the client, to the client's general ledger; 

e Prepare financial statements based on the client's trial balance; 

e Post entries that have been approved by the client to the client's trial balance; 

e Propose entries or changes to the financial statements that are reviewed by the client, 
provided the accountant is satisfied that the nature and financial statement impact are 
understood by the client, before posting; 

e Generate unsigned checks from information provided and approved by the client; 

e Process payroll for a client based on payroll records that have been provided and approved 
by the client; 

e = After client review and authorization, transmit payroll or other disbursement information to 
a bank, provided: 

o Prior to transmission, the client has made arrangements to limit such payments as to 
amounts and payee; and 
o Once transmitted, the client has authorized the bank to process the information; and 
e Prepare a bank, accounts receivable, or other reconciliation. 


Threats, however, would be raised to an unacceptable level and the accountant would not be able to 
reduce them to an acceptable level through the application of safeguards if the accountant (Cannot 
do): 
e Determines or changes, without prior approval from the client, journal entries, coding, 
classifications, or accounting records; 
e Authorizes or approves transactions; 
e Prepares source documents, such as purchase orders or invoices, or makes changes to them 
without client approval; 
e Accepts responsibility for authorizing client payments, other than certain electronic payroll 
tax payments provided certain requirements are complied with; 
e Accepts responsibility as a check signer; 
e Has custody of client funds; or makes credit or banking decisions for the client; or 
e Approves invoices from vendors for payment. 


Business Risk Consulting 
When a CPA provides business risk consulting services, the management participation and self- 
review threats are affected. Without raising threats to an unacceptable level, however, a CPA may: 
e Assist management in assessing its business risk control processes; or 
e Recommend, and assist in the implementation of, improvements to the client's business risk 
control processes. 
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Threats, however, would be raised to an unacceptable level and the accountant would not be able to 
reduce them to an acceptable level through the application of safeguards if the accountant (Cannot 
do): 

e Makes or approves business risk decisions; or 

e Presents considerations of business risk to the board of directors on behalf of management. 


Corporate Finance Consulting 
When a CPA provides corporate finance consulting services, the advocacy, management 
participation, and self-review threats are affected. Without raising threats to an unacceptable level, 
however, a CPA may: 
e Assist management in developing corporate strategies and identifying capital sources, based 
on client criteria; 
e Introduce sources of capital to the client, based on client criteria; 
e Assist management in determining effects of potential transactions with possible buyers, 
sellers, or providers of financing; 
e Advise the client during negotiations and assist the client in drafting its offering documents; 
e Participate, in an advisory capacity, in transaction negotiations; or 
e Benamed as the client's financial adviser in a private placement memorandum or an 
offering document. 


Threats, however, would be raised to an unacceptable level and the accountant would not be able to 
reduce them to an acceptable level through the application of safeguards if the accountant (Cannot 
do): 

e Commits the client to a transaction; 

e Consummates a transaction on behalf of a client; 

e Acts as promoter, underwriter, broker-dealer, or guarantor of client securities; 

e Acts as distributor of a client's private placement memorandum or offering documents; or 

e Maintains custody of the client's securities. 


Executive or Employee Recruiting 
When a CPA provides executive or employee recruiting services, the management participation and 
self-review threats are affected. Without raising threats to an unacceptable level, however, a CPA 
may: 

e Recommend candidate specifications or a position description to the client; 

e Solicit and screen candidates who conform to client criteria; 

e Recommend candidates who appear qualified based on client criteria; and 

e Participate, in an advisory capacity, in hiring or compensation discussions. 


Threats, however, would be raised to an unacceptable level and the accountant would not be able to 
reduce them to an acceptable level through the application of safeguards if the accountant (Cannot 
do): 

e Commits the client to employee compensation or benefit arrangements; or 

e Hires or terminates client employees. 


Forensic Accounting 

A CPA may provide forensic accounting services, consisting of investigative services and litigation 
services. Investigative services include all forensic services that do not involve litigation and affect 
the management participation and self-review threats to independence. Litigation services pertain 
to actual or potential proceedings, legal or regulatory, before a trier of facts to resolve a dispute 
between parties. Litigation services include expert witness services, litigation consulting services, 
and other related services. 
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e In general, performing expert witness services increases the advocacy threat to an 
unacceptable level that could not be reduced to an acceptable level by safeguards. 
o Threats would be at an acceptable level if the services were being performed for a 
large group of plaintiffs or defendants, including the client; and 
o The clients make up less than 20% of the members of the group, no client is 
designated as lead plaintiff or defendant, and no client has sole decision-making 
authority to determine who will serve as expert witness. 
e Acting as a “fact witness” is not considered a nonattest service and would not impair an 
accountant's independence if the accountant responds to requests for providing an opinion 
regarding matters within the accountant’s expertise. 


Litigation consulting services, in which the accountant provides advice about facts, issues, or 
strategy, elevate the advocacy and management participation threats to independence. Provided 
that the general requirements for performing nonattest services have been met, threats would be at 
an acceptable level and independence would not be impaired. Subsequent agreement to serve as 
an expert witness, however, elevates threats to an unacceptable level, which could not be reduced 
to an acceptable level through the application of safeguards. 


The advocacy threat would also be raised to an unacceptable level, which could not be reduced to 
an acceptable level through the application of safeguards, if the accountant is serving as a trier of 
fact, special master, court-appointed expert, or arbitrator in a matter involving a client. Threats, on 
the other hand, would be at an acceptable level if the accountant agrees to serve as a mediator ina 
circumstance where the accountant is facilitating negotiations in which the parties are reaching their 
own agreement. 


Information Systems Design, Implementation, or Integration 
Performing information systems design, implementation, or integration services affect the 
management participation and self-review threats to the accountant’s independence. Threats would 
not be elevated to an unacceptable level if the accountant performs any of the following services (A 
CPA may): 
e Installation or integration of a client's financial information system that was designed or 
developed by parties other than the accountant; 
e Assisting the client in establishing a chart of accounts and formats for financial statements in 
the client's financial information system; 
e Designing, developing, installing, or integrating an information system that is not related to 
the client's accounting records or financial statements; 
e Training or instructing client employees in regard to the information and control systems; or 
e Performing network maintenance, updating virus protection, applying routine updates and 
patches, or configuring user settings based on requests from management. 


Threats to independence would be at an unacceptable level and would not be able to be reduced to 
an acceptable level by safeguards if the accountant (Cannot do): 
e Designs or develops the client's financial information system; 
e Makes modifications to source code related to the client's financial information system, 
unless inconsequential; 
e Supervises client personnel in the operation of the client's financial information system; or 
e Operates a client network. 


Internal Audit 
Internal audit services consist of assisting the client in its internal audit, or internal control activities. 
If a client outsources its internal control activities to the accountant, such that the accountant 
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essentially manages the client's internal audit activities, including accepting responsibility for the 
design, implementation, and maintenance (DIM) of internal control, threats to independence would 
not be at an acceptable level and applying safeguards could not reduce threats to an acceptable 
level. 


Other than outsourcing services, the CPA may assist the client in performing financial and 
operational internal audit activities provided, to the accountant's satisfaction, management: 
e Designates someone to be responsible for the internal audit function who possesses 
suitable skills, knowledge, and experience, preferably from within senior management; 
e Makes all decisions regarding the scope, risk, and frequency of internal control activities, 
including those performed by the CPA or by others; 
e Evaluates all findings and results that emanate from the internal audit activities, whether 
performed by the accountant or others; and 
e Evaluate the adequacy of the procedures performed and the results of those procedures. 


Activities that the CPA may not perform without raising threats to an unacceptable level, without 
the ability to reduce them to an acceptable level by applying safeguards, include: 
e Performing ongoing evaluations or control activities that affect either the execution of 
transactions or ensuring that they are properly executed and accounted for; 
e Performing routine activities related to an ongoing compliance or quality control function in 
connection with client operating or production processes; 
e Performing routine operations built into the client's business process, such as separate 
evaluations on the effectiveness of specific significant controls; 
e Providing the primary basis for management's assertions regarding the design or operating 
effectiveness of internal controls; 
e Determining which recommendations for the improvement of the client's internal control 
system should be implemented, if any; 
e Reporting to the board of directors on behalf of management in regard to the internal 
control function; 
e Taking responsibility for, or approving, the internal audit work plan, including scope, 
priorities, and frequency of performance; or 
e Taking a management role in relation to the client. 


Evaluating whether components of a client's internal control system have been put in place and are 
operating properly is part of the monitoring process. Ongoing evaluations that are incorporated in 
the client's system are the responsibility of management and would raise the management 
participation threat to an unacceptable level that could not be adequately reduced by the 
application of safeguards. The performance of separate evaluations, applied periodically to 
determine if controls are present and functioning, do not create a significant management 
participation threat to independence. 


Because of the nature of internal audit services, the accountant will be required to apply judgment 
in determining when threats have been raised to an unacceptable level and whether or not they can 
be reduced to an acceptable level through the application of safeguards. 


Performing services that are normally associated with the attest function, such as confirming 
accounts receivable or analyzing fluctuations in account balances, are not internal audit services and 
do not impair the accountant’s independence, even when they exceed the scope of the accountant’s 
responsibilities for the nature of attest service being performed for the client. 
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Investment Advisory or Management 

When a CPA provides investment advisory or management services, the management participation 
and self-review threats are affected. Without raising threats to an unacceptable level, however, a 
CPA may: 

e Apply client criteria, such as rate of return, to recommend an allocation of funds among 
various investments or asset classes; 

e Maintain records of the client's portfolio, prepare reports, and provide analysis of 
investments in comparison with third party benchmarks; 

e Evaluate the management of the portfolio to assess if managers are following the client's 
investment policy guidelines, meeting the client's investment objectives, and conforming to 
the client's parameters, including its risk tolerance; 

e Submit to a broker-dealer the client's investment selection provided the client has consented 
to the submission and authorized the broker-dealer to execute the transaction. 


Threats, however, would be raised to an unacceptable level and the accountant would not be able to 
reduce them to an acceptable level through the application of safeguards if the accountant (Cannot 
do): 

e Makes investment decisions on behalf of the client’ 

e Has discretionary authority over client investments; 

e Executes a transaction to trade a client's investments; or 

e Has custody of client assets, even temporarily. 


Tax Services 
Tax services include: 
e Tax return preparation or transmittal; 
e Transmittal of a tax payment to a taxing authority 
e Signing and filing a tax return or having a power of attorney limited strictly to tax matters; 
and 
e Representing a client before a taxing authority in an administrative proceeding. 


Preparing a tax return and transmitting the return and related payment to a taxing authority may 
create or increase the management participation and self-review threats to independence. In such 
circumstances, the accountant’s independence would not be impaired if the accountant does not 
have control or custody over client assets. In addition, the individual designated to oversee the tax 
services must review and approve the tax return and related payments; and if the return is required 
to be signed for filing, signs the tax return prior to it being transmitted by the accountant to the 
taxing authority. 


In addition, provided certain conditions are met, signing and filing a tax return on behalf of a client, 
assuming the accountant has the legal authority to do so, would not impair the accountant’s 
independence. Nor would: 

e Serving as the client’s authorized representative in an administrative proceeding; or 

e Having a power of attorney that is limited strictly to tax matters. 


Representing a client in court to resolve a tax dispute would raise threats to independence to an 
unacceptable level and applying safeguards would not be able to reduce threats to an acceptable 
level. 
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Attestation Services 

Independence requirements apply to the performance of all attest services, including services 
performed in accordance with attestation standards. The CPA is not required to be independent 
of an individual or entity engaging the CPA to perform an attestation engagement if the individual or 
entity is not the responsible party, the party responsible for the assertion to which the accountant is 
attesting. Modifications to the independence requirements in relation to the attestation standards 
include: 

e Restrictions on nonattest services only apply to those nonattest services performed in 
relation to the subject matter of the nonattest services. 

e Covered members who must comply with the independence requirements in an agreed- 
upon procedures engagement may be limited to those participating on the engagement; 
those who directly supervise the engagement partner or partner equivalent; and individuals 
consulting with the engagement team regarding technical or industry-related issues relevant 
to the engagement. 


Topic 1.300 - General Standards 


A member must comply with the following standards for all professional engagements: 
e Only accept engagements expected to be completed with professional competency. 
e Exercise due professional care. 
e Adequately plan and supervise engagements. 
e Obtain sufficient relevant data to afford a reasonable basis for conclusions and 
recommendations. 


A member who performs auditing, review, compilation, consulting services, tax or other services 
shall comply with standards promulgated by bodies designated by Council. The bodies include: 
e FASB 


e GASB 
e PCAOB (SOX) 
e IASB for IAS 


e AICPA bodies 
o ARSC - Accounting and Review Services Committee 
ASB - Auditing Standards Board 
Management Consulting Standards Executive Committee 
Attestation Standards 
Tax Executive Committee 
Forensic and Valuation Services Executive Committee 
Personal Financial Planning Executive Committee 


G ©: 0-0 -O 


A member may not provide positive or negative assurance that financial statements are in 
conformity with a financial reporting framework (GAAP, IASB, PCAOB, GASB, and FASAB statements) 
if statements contain departures from that framework having a material effect on statements taken 
as a whole except when unusual circumstances would make financial statements misleading if the 
requirements of the framework had been followed. May depart from GAAP/GASB w/o modifying 
report if new legislation or a new form of business transaction exists. 
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Topic 1.400 - Acts Discreditable 


A member should NOT commit certain acts that are discreditable to the profession. These might 
include: 


Discrimination and harassment in employment practices 

Failing to file a tax return or pay a tax liability 

Retaining client records to enforce payment of a bill. 

Providing a fee estimate to a client for services, when the accountant expects the actual fee 
to be substantially higher (Deliberate underbidding). 

Negligence in the preparation of Financial Statements. 

Filing a fraudulent tax return for self or client. 

Commission of a Felony. 

Noncompliance with applicable requirements of governmental bodies; commissions, or 
other regulatory agencies when operating within their jurisdiction, including the SEC, Federal 
Communications Commission, or the PCAOB; 

Solicitation or disclosure of CPA examination questions and answers. 

False, misleading, or deceptive acts in promoting or marketing professional services 
Inappropriate use of the CPA credential 


Topic 1.500 - Fees and Other Types of Remuneration 


A member may NOT prepare an original or amended tax return for a contingent fee or accept 
contingent fees for services involving, or from a client for whom the CPA performs such services: 


An audit or review 

A compilation of financial statements expected to be used by third parties without indicating 
the lack of independence 

An examination of prospective financial statements 


Contingent fees are permitted when performing certain tax-related services, including: 


Representing a client in an examination of an income tax return 
Filing an amended income tax return claiming a refund: 
o Based on a tax issue subject to a test case or an evolving position 
o In an amount greater than the threshold for review by the Joint Committee on 
Internal Revenue Taxation or state taxing authority 


A member may accept commissions and referral fees only if both: 


Non-attest engagement client. 
Payment fully disclosed to client. 


No commission may be accepted if the accountant is required to be independent for the service 
provided. 


Topic 1.600 - Advertising and Other Forms of solicitation 


A member may NOT engage in false, misleading, or deceptive advertising. 
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Topic 1.700 - Confidential Information 
Information is considered confidential, not privileged. Must not reveal information without client 
permission with certain exceptions: 

e Valid subpoena or summons. 

e = Inquiry by AICPA trial board. 

e Arequest made as part of a Quality control peer review program. 


ACPA may not give information to another CPA as a professional courtesy and may not take 
copies of client files when leaving the firm. 


Topic 1.800 - Form of Organization and Name 
A member may practice public accounting in any form of organization that is permitted by law or 
regulation with characteristics consistent with those approved in resolutions of the AICPA Council. 
e Form and name should not be misleading. 
e Afirm cannot designate itself as “members of the AICPA” unless all of its CPA OWNERS are 
members of the AICPA. 
e An individual may practice in name of a former partnership for up to 2 years (applies when 
all other partners have died or withdrawn). 
e = Afirm name may include names of past partners. 


Part 2 


Part 2 is applicable to members in private industry. A member who is both in private industry and 
public practice, the requirements applicable to a member in public practice will apply. 


Topic 2.000 - Introduction 

This topic indicates that this part applies to members in private industry. It also requires a 
conceptual framework approach to determining when threats to compliance with the Code are at an 
acceptable level and when they require the application of safeguards to eliminate the threat or 
reduce it to an acceptable level. The conceptual framework is comparable to that for members in 
public accounting. 


Topic 2.100 - Integrity and Objectivity 

As is true for members in public accounting, those in private industry shall maintain objectivity and 
integrity, avoid conflicts of interest, and not knowingly misrepresent facts or subordinate judgment 
in the performance of any professional service. 


Topic 2.300 - General Standards 
A member must comply with the following standards for all professional engagements: 
e Only accept engagements expected to be completed with professional competency. 
e Exercise due professional care. 
e Adequately plan and supervise engagements. 
e Obtain sufficient relevant data to afford a reasonable basis for conclusions and 
recommendations. 
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Topic 2.400 - Acts Discreditable 


A member should NOT commit certain acts that are discreditable to the profession. These might 
include: 

e Violations of laws related to discrimination or harassment in the workplace. 

e Solicitation or disclosure of CPA examination questions and answers. 

e Nonpayment of a tax liability or not filing a return 

e Preparing financial statements in a negligent manner 


Part 3 


Part 3 is applicable to members who are neither in public accounting or private industry, such as 
a member who is retired or unemployed. 


Topic 3.000 - Introduction 


This topic indicates that this part applies to members who are neither in public accounting or private 
industry. 


Topic 3.400 - Acts Discreditable 


A member should NOT commit certain acts that are discreditable to the profession. These might 
include: 

e Violations of laws related to discrimination or harassment in the workplace. 

e Solicitation or disclosure of CPA examination questions and answers. 

e Nonpayment of a tax liability or not filing a return 

e Disclosing confidential information obtained as a result of previous relationships 
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Lecture 2.04 - Consulting Services Standards 


Consulting services consist of advisory services, implementation services, product services or even 
providing technical assistance in implementing a new IT system. Independence need not be 
maintained, but the consultant must act with integrity and objectivity. A written or oral 
understanding with the client should be established. 
e General standards of the profession, which apply to all services performed by the CPA 

o Professional Competence (T) 

o Due professional care (P) 

o Planning & supervision (P) 

o Sufficient relevant data (C) 


Additional general standards apply specifically to consulting services: 
e Client interest - must act with integrity & objectivity (need NOT be independent) while 
seeking to fulfill client's objectives. 

e Understanding with client - written or oral agreement to perform engagement. 

e Communication with client: 
o Disclose conflicts of interest. 
o Cite reservations about potential benefits of engagement. 
o Provide findings in appropriate oral or written form. 


Statements on Standards in Personal Financial Planning Services (PFP) 


CPAs often help clients by performing personal financial planning services, which involves assisting 
clients in identifying and establishing personal financial goals and resources. The services may include 
such activities as cash flow, risk and management, retirement, or investment planning; estate, gift, 
and wealth transfer planning; elder planning; charitable planning, education planning; or tax 
planning. 


A CPA performing personal financial planning (PFP) services is required to adhere to the 
requirements of Statements on Standards in Personal Financial Planning Services (SSPFPS), issued 
by the AICPA if the CPA: 
e Represents to the public or clients that PFP services are being provided; 
e Performs activity that require registration as an investment advisor under federal or state 
jurisdictions; or 
e Sells a product or service as a result of the engagement. 


A CPA performing PFP services is only required to be independent if also performing attest services 
for that client, which require independence. The CPA will evaluate the services performed and the 
relationship with the client in the context of the independence requirements under the AICPA Code 
of Professional Conduct. 


A CPA performing PFP services should adhere to certain general requirements. These include: 
e Compliance with all applicable ethical requirements 
e Possession of knowledge of PFP principles and skills adequate to allow the CPA to identify 
client goals, analyze relevant information, apply appropriate approaches, and develop 
recommendations using professional judgment. 
e Evaluation of potential conflicts of interest regarding the engagement. 
e Compliance with applicable laws and regulations. 
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Prior to the engagement, the CPA should disclose in writing all compensation that the CPA and its 
firms or affiliates will receive, including any compensation alternatives. 


SSPFPS address five issues in relation to PFP services. These include: 
e Planning the engagement 
e Obtaining and analyzing information 
e Developing and communicating recommendations 
e Implementation engagements 
e Monitoring and updating engagements 


They also provide guidance when either working with, or using advice provided by, another service 
provider. 


Planning 


The primary planning related requirement is for the CPA to make certain that the client is informed, 
in writing, of the scope and nature of the services and the CPA's compensation for them. The 
written communication, required to be documented in the CPA's file, will include other relevant 
aspects of the engagement, such as: 

e Objectives 

e Roles and responsibilities of the CPA, of the client, and of others, including other service 

providers 

e Timing 

e Constraints or scope limitations 

e Conflicts of interest 

e The CPA's responsibilities, if any, for implementation, monitoring, or updating proposals 


Obtaining and Analyzing Information 


A CPA performing PFP services is required to use professional judgment in the collection and analysis 
of information and in determining if sufficient information has been or can be obtained and 
analyzed to achieve the engagement’s objectives. If sufficient information does not exist or cannot 
be obtained, the engagement should be modified or terminated. 


Analysis of information obtained should include evaluation of the reasonableness of significant 
estimates and assumptions, use of assumptions that are consistent with one another, and the 
relationship of other PFP activities performed by the CPA or others. 


Developing and Communicating Recommendations 


Recommendations should be made that are consistent with the objectives of the engagement, 
derived from analysis of relevant information, including the client's goals and financial 
circumstances. Communication with the client should include significant assumptions and 
estimates. 


Documentation should include: 
e Client's goals 
e Significant assumptions and estimates 
e Limitations on work performed 
e Recommendations and any qualifications to the recommendations 
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Implementation Engagements 


When engaged to assist the client in implementing PFP recommendations, the understanding with 
the client should be documented and should include the roles and responsibilities of the CPA, the 
client, and of other service providers. Documentation will include a summary of decisions being 
implemented, recommended actions taken, and limitations on work performed in the 
implementation engagement. 


Written communication with the client should also include the CPA's responsibility, if any, for: 

e Selecting products or service providers or acquiring products; establishing selection criteria; 
or coordinating or reviewing the performance of other service providers. 

e Identifying and evaluating selection criteria in terms of the client's objectives and any 
constraints that may result from the client's circumstances or other factors. 

e Recommending products, indicating information gathered to evaluate conformity to 
selection criteria, adequate to communicate the recommendations and their evaluation and 
any compensation received for making the recommendations. 


Monitoring and Updating Engagements 


When involved in monitoring, the CPA should document services provided, including the frequency 
and period used to measure progress toward stated objectives, monitoring criteria being used, 
criteria related to the achievement of objectives that are being monitored, and evaluation of the 
progress toward achieving the client's objectives. 


When involved in an updating engagement, documentation of the nature and extent of services will 
include whether or not objectives, information, and assumptions remain valid; and the effect of 
revising certain recommendations on the client's ability to achieve other PFP objectives. 


Other Service Providers 


When a CPA refers another service provider in relation to PFP services, the CPA should consider the 
service provider's professional qualifications and should communicate, in writing, any compensation 
for making the referral and the extent to which the CPA will or will not evaluate the work of the 
other service provider. 


When using the advice of another service provider, a CPA providing PFP services should understand 
the impact of the advice. If the CPA has evaluated the advice, the CPA need not communicate 
concurrence but should communicate in writing any circumstances in which the CPA does NOT 
concur. 


Valuation Services (VS) 


Valuation services (VS) may involve valuation of businesses, ownership interests, securities, or 
intangible assets and may be provided to businesses, individuals, attorneys and other CPAs or 
performed within the course of a CPA's duties in certain instances. Valuation services are covered 
under the AICPA’s Statements on Standards for Valuation Service (VS). Examples of typical valuation 
services include: 

e Purchase price allocations for business combinations (FASB ASC 805). 

e Goodwill impairment analysis (FASB ASC 350). 

e Valuation of stock-based compensation (FASB ASC 718). 

e Estate and gift tax planning and reporting. 
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Charitable donations. 

Mergers and acquisitions or purchases/sales of businesses. 
Due diligence. 

Employee stock options/stock ownership plans. 


Statements on Valuation Services do not cover: 


Audits, compilations, and reviews. 

Use of values that are client-provided or from a third party. 

Engagements to determine the value of economic damages. 

Mechanical computations of value that do not involve the application of valuation 
approaches. 


Performance of valuation services require: 


Professional competence 

Objectivity 

Disclosure of potential conflicts of interest 

An understanding with the client 

Disclosure of assumptions and limiting conditions, and scope restrictions or limitations in 
the report 


The accountant will issue either a detailed report or a summary report for a valuation engagement, 
and a calculation report for a calculation engagement. 


Tax Services (TS) 


Statements on Standards for Tax Services (TS) guide a member in the performance of tax services, 
which include recommending a tax position to a client or preparing or signing a client's tax return. 
The practitioner should determine and comply with standards established by the applicable tax 
authority for recommending tax return positions or preparing or signing tax returns. TS establish 
minimum standards for recommending a tax position or preparing or signing a tax return for those 
jurisdictions that either do not have formal standards or have standards that are not as strict as 
those imposed by TS. 


The practitioner should not recommend a position or prepare or sign a tax return taking a 
position that the practitioner does not have a good faith belief that has substantial authority 
in favor of its being sustained on the basis of the merits of the position. 

The practitioner may recommend a tax return position if the practitioner concludes that 
there is a reasonable basis for the position and advises the taxpayer to appropriately 
disclose the position. 

The practitioner may also prepare or sign a tax return that takes a position that the 
practitioner concludes has a reasonable basis and is appropriately disclosed. 

The practitioner should advise the client regarding potential penalties related to tax 
positions taken and the possibility of avoiding penalties through adequate disclosure. 


Each tax jurisdiction may have its own reporting and disclosure standards. Those that the 
practitioner should be familiar with include: 


More likely than not indicates that there is a greater than 50% likelihood that the position 
will be sustained on the basis of its merits. 

Substantial authority indicates that those authoritative sources supporting the position are 
substantial in relation to those opposing the position, often requiring approximately 40% 
likelihood that the position will be sustained on the basis of its merits. 
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e Realistic possibility of success indicates that the practitioner believes that there is 
approximately a 1/3 likelihood that the position will be sustained on the basis of its merits. 
e Reasonable basis indicates the practitioner believes that one or more credible authorities 
support the position and that the position is not frivolous or patently improper. 
o The standard is not satisfied if the position is merely arguable. 
o Areasonable basis is often associated with a 20% likelihood that the position will be 
sustained on the basis of its merits. 


The Substantial Authority standard is considered to be an approximately 40% likelihood of 
success. So, to put the likelihoods in order: 
e More likely than not standard > 50% probability of success if tax position is challenged 
e Substantial authority standard = 40% probability of success (= approximately) 
e Realistic possibility of success = 33% (1/3) probability of success 
e Reasonable basis standard = 20% probability of success. 


A position taken may conflict with a position that previously resulted from an administrative 
proceeding (tax audit) or court decision, provided taxpayer is not be bound to the specified 
treatment in later tax returns. 


When providing tax advice to clients: 

e Any written communication should comply with standards of taxing authorities. 

e It should be assumed that advice will affect the reporting or disclosure of transactions on the 
client’s tax returns and should consider standards for return reporting and disclosure and 
potential consequences of the position, such as penalties. 

e The CPA need not inform the client of subsequent developments affecting advice previously 
given. 


Before signing, the CPA makes a reasonable effort to obtain information necessary to answer all 
questions on the return. 


Without obtaining verification, the CPA may rely on information obtained from the taxpayer or others 
but may not ignore indications that the information is incorrect, incomplete, or inconsistent with the 
CPA's knowledge of the client. 

e Client estimates may be used if the CPA believes them to be reasonable. 

e Estimates should be presented such that it is clear they are estimates. 


The CPA may become aware of an error on a previously filed return or in a return that is subject to 
an administrative proceeding, or that a required return was not filed. The CPA may not inform the 
taxing authority without permission from the client, but should: 

e Promptly inform the client 

e Advise the client, orally or in writing, of the potential error 


A CPA should consider withdrawal from an engagement where a client has failed to correct an error 
in a prior return and should evaluate a continued relationship with the client. The CPA should take 
steps to avoid repeating the error if it is deemed appropriate to prepare the current return. 
e The CPA should request that the client inform a taxing authority of an error when 
representing the client in an administrative proceeding. 
e Failure to obtain permission may result in withdrawal from the engagement and evaluation 
of the client relationship. 
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Privacy Acts 


Congress passed certain laws that are designed to protect individuals from professionals or 
institutions that may use their client or customer information in an appropriate manner. The 
Gramm-Leach-Bliley Act requires tax planners and tax preparers to notify clients about the 
information that will be obtained and policies for protecting the client's information. The Financial 
Services Modernization Act of 1999 prohibits a financial institution from sharing client information, 
other than with other financial institutions, without first obtaining the customer's consent. 


Federal Privacy Disclosure Rules - Gramm-Leach-Bliley Act 


e When performing tax planning, financial planning or tax returns, the Federal Trade 
Commission (FTC) requires certain disclosures be made either in writing or electronically to 
all clients. 

o The categories of personal info to be collected, disclosed and to which third parties 
this info may be disclosed. 

o The CPA's policy on sharing info of past clients and the policy regarding protecting 
the confidentiality, security and integrity of the info. 


The Financial Services Modernization Act of 1999 


e Prohibits financial institutions from sharing private personal info to nonaffiliated third 
parties without prior notice to the client. Can still share with other financial institutions and 
its affiliates. 


Working Papers (Audit Documentation) 


The accountant, not the client, owns the working papers that an accountant creates during an 
engagement. Nevertheless, the accountant must maintain confidentiality, and cannot provide the 
papers or information obtained during engagements to other parties without the permission of the 
client (it should be noted that client confidentiality does not preclude a CPA from providing access to 
other members of his/her firm). There are some exceptions to confidentiality, including: 

e Valid subpoena - the accountant must honor a valid court order to turn over information. 

e IRS administrative subpoena. 

e Court order (unless rare state with privilege statute). 

e Quality control peer review - The accountant may allow other accountants and the PCAOB 

to see confidential information in connection with a valid program of peer review. 


Common law does not recognize the concept of privilege, which would allow the accountant to 
refuse to honor a court subpoena. A small number of states have enacted privilege statutes, and the 
federal government now recognizes working papers developed in connection with the preparation 
of a tax return to be privileged in certain circumstances. Nevertheless, privilege may not be used if 
the accountant has already provided some of the information requested in the subpoena, and the 
purpose of privilege is to protect the client, not the accountant, so the accountant may not assert 
privilege even where privilege statutes exist if the client waives the privilege. 


Page 2-40 ©Roger CPA Review 


Professional Responsibilities & Ethics Section 2 


Lecture 2.05 - Sarbanes-Oxley Act (sox) 


Sarbanes-Oxley Act (SOX) was created to restore investor's confidence. Established the Public 
Company Accounting Oversight Board (PCAOB) to regulate auditors of public companies - subject to 
SEC oversight. SOX led to “integrated audits” in which auditors’ report on audits of both the financial 
statements and on internal control over financial reporting for public audit clients. This eliminated a 
significant portion of the accounting profession's system of self-regulation. The PCAOB is a private- 
sector, nonprofit corporation, created by the Sarbanes-Oxley Act of 2002, to oversee the auditors of 
public companies, or issuers, in order to protect the interests of investors and further the public 
interest in the preparation of informative, fair, and independent audit reports. 


In some cases, nonissuers not subject to the requirements of SOX may nonetheless request an audit 
conducted in accordance with PCAOB standards. AU-C 700 reminds practitioners that, in such cases, 
the auditor is still required to also conduct the audit in accordance with generally accepted 
accounting standards (GAAS). 


Relevant provisions follow: 


Title | - Public Accounting Oversight Board 


e 101 - Establishes the Board (PCAOB), which consists of 5 full time members, 2 of which are 
CPAs, all appointed by the SEC. 

e 102 - Requires public accounting firms to register with the Board in order to issue or 
participate in the issuance of an audit report for an issuer. 

e 103 - Authorizes the Board to establish audit standards, quality control standards, and 
ethics standards to be used by registered public accounting firms in the preparation and 
issuance of audit reports. The board also inspects, investigates, and disciplines public 
accounting firms and enforces compliance with the act. 

o Standards either by the AICPA (ASB) or the PCAOB or a combination of the two. 
o Must keep workpapers for 7 years from report release date. 

o Asecond partner is required to review all audit reports. 

o Audit reports must describe the scope of testing for I/C. 

e 104 - Provides for Quality Control Peer Review Inspections to be conducted by the Board: 

o Must be performed every year for firms that provide more than 100 audit reports 
annually. 
o Atleast every 3 years if 100 or less annually 
= A written report of findings, including deficiencies discovered, is provided to 
the SEC and made available to the public. 

e 105 - Gives Board authority to conduct investigations and obtain all relevant info. 

o Power to suspend auditors, revoke the registration of the accounting firm, or impose 
penalties for violations or for unwillingness to cooperate with an investigation. 

o Provisions apply to both domestic and foreign auditors. 

o Monetary penalties for violation of board rules or securities law capped at $100K for 
an individual and $2M for an entity (if intentional breach $750K and $15M). 

e 106 - Regulates foreign public accounting firms furnishing an audit report to an issuer and 
requires them to comply with board requests. 

e 107 - Gives SEC oversight and enforcement authority over the Board and its decisions. 
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108 - Amends the Securities Act of 1933 to allow the SEC, which has the authority to 
establish accounting standards, to adopt the accounting standards established by a 
standard setting body that meets certain qualifications, such as the FASB. 
o Required study of accounting principles, including content, structure, and standard- 
setting process. 
o Made recommendations to FASB, resulting in development of the Codification, and 
adopted FASB standards as amended by SEC pronouncements. 
109 - Calls for funding of the Board and the designated accounting standard-setting body 
(FASB) to be funded from fees imposed upon public companies. 


Title II - Auditor Independence 


201 - Prohibits any registered public accounting firm from providing the following non-audit 
services to Audit clients: 

o Bookkeeping or other services related to the accounting records. 

o Financial info systems design or implementation. 

o Appraisal or valuation services, or providing fairness opinions or contribution-in-kind 
reports. 
Actuarial services. 
Internal audit outsourcing services. 
Management functions or human resources. 
Broker or dealer investment advisor or investment banking services. 
Legal services and expert services that are unrelated to the audit. 
Any other service the board determines impermissible. 

= Tax services are still permissible if preapproved by the audit committee and 

disclosed to the SEC. 

= May still perform these services to nonaudit clients or to private companies. 
202 - Requires the issuer's audit committee to preapprove all auditing and non-auditing 
services to be provided to an issuer. 
All nonaudit services that are not prohibited are also required to be preapproved unless 
they are considered de minimis. De minimis nonaudit services entail fees that do not 
exceed 5% of the total fees paid to the auditor. In addition, the client must not have 
recognized the services as nonaudit services at the time of the engagement and the services 
were promptly brought to the attention of the audit committee and approval was obtained 
prior to the completion of the audit. 
203 - Establishes mandatory and substantive rotation of audit partner and partner 
responsible for review every 5 years (not audit firm rotation). 
204 - Requires audit firm to report to the audit committee: 

o Critical accounting policies and practices 

o Alternative accounting treatments within GAAP discussed with management 

o Material written communications between auditor's firm and management of the 

issuer 

205 - Defines the term audit committee and indicates that the entire board of directors is 
considered the audit committee when one has not been designated. 
206 - Prohibits the audit firm from providing audit services for issuer if the CEO, controller, 
CFO, CAO or any person serving in the equivalent capacity was employed in the audit 
practice of the accounting firm during the one-year period prior to the audit. 


oOo 00 0 0 
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Title III - Corporate Responsibility 


e 301 - Makes audit committee, which must be independent, responsible for appointment, 
compensation and oversight of any audit work performed by the audit firm. Allows the SEC 
to de-list any issuer not in compliance with title III. 
e 302 - Requires principal executive and principal financial officers to certify, in each annual or 
quarterly report: 
o That they reviewed the report 
o The report does not contain any untrue statement of material fact or omission of a 
material fact 
o Financial position and results of operations are fairly presented 


Officers also certify that they: 
o Are responsible for establishing and maintaining effective internal control 
o Have evaluated the effectiveness of the controls within 90 days prior to the report 
o Have presented their conclusions as to the effectiveness of internal control 


Signing officers required to disclose to auditors and audit committee: 
o Significant deficiencies in the design or operation of internal controls 
o Any fraud, regardless of whether or not material, that involves management or 
employees involved in internal controls 


Report of signing officers also indicates changes in internal controls over financial reporting. 

e 303 - Prohibits an officer or director of an issuer to fraudulently influence, coerce, 
manipulate, or mislead the auditor. 

e 304 - Requires executives of an issuer to forfeit any bonus or incentive based pay or profits 
from the sale of stock, received in the 12 months period after the date of issuance of 
financial statements subject to an earnings restatement (Claw-back Policy). 

e 305 - The SEC may bar any person who has violated federal securities laws from serving as 
an officer or director of an issuer. 

e 306 - Prohibits trading by officers and directors during blackout periods established 
between the end of a quarter and the earnings report date. 


Title IV - Enhanced Financial Disclosures 


e 401 - Requires all financial statements prepared in accordance with GAAP to reflect all 
material adjustments identified by the auditors. 

o Also required the SEC to establish standards to address off-balance sheet 
transactions. 
o Result was rules for consolidation of variable interest entities 

e 402 - Prohibits personal loans to directors and executive officers. 

e 403 - Requires directors, officers, and principal shareholders to disclose the amount of all 
equity securities in which they hold a beneficial interest and any changes in their interests 
since the previous filing. 

e 404 - Requires that management acknowledge its responsibility for establishing and 
maintaining adequate internal control over financial reporting and that management assess 
the effectiveness of internal control as of the end of the period. Also requires the auditor to 
examine the design and operating effectiveness of internal control over financial reporting to 
provide a sufficient basis to report on management's assessment. 

o The auditor should conduct the attestation in a manner consistent with the 
Statements on Standards for Attestation Engagements and PCAOB Standards 
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o Note that the auditor is not attesting to the effectiveness or the efficiency of internal 
control but on management's assessment of internal control. 

o The Act does not specify a date by which the auditor's report is to be submitted. 
405 - Exempts investment companies registered under the Investment Company Act of 1940 
from sections 401, 402, and 404. 
406 - Requires an issuer to disclose whether or not it has adopted a code of ethics for senior 
financial officers and, if not, the reasons for not having done so. 
407 - Must disclose whether at least 1 member of its audit committee is a “financial expert.” 
408 - Provides for enhanced review of periodic disclosures by Board. 
409 - Requires issuers to disclose material changes in the financial condition or operations 
on a rapid and current basis. 


Title V - Analyst Conflict of Interest 


Title VI - Commission Resources and Authority 


Title VII - Studies and Reports 


Title VIII - Corporate and Criminal Fraud Accountability 


Title IX - White Collar Crime Penalty Enhancements 


906 - Requires that management certify that the reports filed with the SEC (10Q, 10K) 
comply with relevant securities laws and also fairly present, in all material respects, the 
financial condition and results of operations of the company. 

Note: Violations of rules of the PCAOB are treated as violations of the Securities Exchange 
Act of 1934 with its penalties, and the Act contains provisions for future rule-making. 
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Lecture 2.07 - Private Securities Litigation Reform Act, 
PCAOB Standards, SEC, GAO and DOL 


Private Securities Litigation Reform Act of 1995 


Although the Private Securities Litigation Reform Act of 1995 was primarily designed to limit 
frivolous lawsuits related to the securities laws, it imposes requirements on an auditor to perform 
certain tests and to notify the SEC of noncompliance with applicable laws and regulations. 
e Imposes requirements to include audit tests to detect (RIG): 
o Related party transactions. 
o Illegal acts (noncompliance with Laws and Regulations) 
o Going concern doubts. 


e Requires quick notice of illegal acts (noncompliance with laws and regulations) unless 
clearly inconsequential. 
o Auditor must inform board of directors within 1 business day. 
o Board must notify SEC by next business day. 
o Auditor must resign or notify SEC within 1 business day after that, if board fails to 
notify SEC and provide auditor with proof of notice (auditor cannot be sued privately 
for negative effect of SEC notice on the company's securities). 


Corporate and Criminal Fraud Accountability Act of 2002 


The SEC has stepped up its monitoring of public companies under the Corporate and Criminal Fraud 
Accountability Act of 2002. This Act has significant influence on the auditor's professional 
environment concerning the detection of fraud. Provisions include: 

e Auditors are required to maintain all audit working papers for 7 years. 

e It is a felony to knowingly destroy or create documents (including audit working papers) to 
impede, obstruct or influence any existing or contemplated federal investigation. 

e The statute of limitations on securities fraud claims is extended to 5 years from the fraud, or 
2 years after the fraud was discovered. 

e Employees of CPA firms (and audit clients) are extended whistleblower protection that would 
prohibit the employer from taking certain actions against employees. Whistleblower 
employees are also granted a remedy of special damages and attorney's fees. 

e Securities fraud by CPA's (and audit clients) is punishable of up to 10 years in prison. 


PCAOB Standards (AS) 


As a result of numerous incidents involving fraudulent financial reporting involving such companies 
as Enron, WorldCom, Global Crossing, and others, Congress passed the Sarbanes-Oxley Act. One of 
the numerous provisions of Sarbanes-Oxley established the Public Company Accounting Oversight 
Board, or PCAOB. The PCAOB is a nonprofit corporation established by Congress to oversee the 
audits of public entities, referred to as issuers, in order to protect investors and the public interest 
by promoting informative, accurate, and independent audit reports. 


AS a prerequisite to performing an audit of an issuer, a public accounting firm must register with the 
PCAOB. The PCAOB also performs inspections, conducts investigations and disciplinary proceedings 
of registered firms and sanctions firms, when necessary. 
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The inspections include: 
e Inspection and review of selected audit and review engagements. 
e An evaluation of the sufficiency of the quality control system of the CPA firm, and how the 
system is documented and communicated. 
e Perform other tests of the audit, supervisory and quality control procedures as considered 
necessary. 


At the completion of the inspection, a written report is then sent to the SEC and any other 
appropriate regulatory agency. The content of the report is made available to the public, but quality 
control system criticisms are not made public unless the firm doesn’t address the issues within 12 
months. 


The PCAOB is responsible for standards for issuers related to: 
e Auditing 
e Attestation 
e Quality Control 
e Ethics Standards (independence) and (integrity & objectivity). 


The PCAOB originally issued auditing standards, referred to as AS 1 through AS 18. They have since 
been codified and are organized as follows: 


General Auditing Standards 


1000 - General Principles and Responsibilities 

AS 1001: Responsibilities and Functions of the Independent Auditor - Requires the auditor to 
comply with PCAOB standards and distinguishes between the auditor's responsibilities and 
those of management. 

AS 1005: Independence - Requires the auditor to be independent in mental attitude in all 
matters relating to the engagement. 

AS 1010: Training and Proficiency of the Independent Auditor - Requires the auditor to have 
adequate technical training and proficiency as an auditor. 

AS 1015: Due Professional Care in the Performance of Work - Requires the auditor to apply due 
professional care in the planning and performance of the engagement and in the 
preparation of the report. 


1100 - General Concepts 

AS 1101: Audit Risk - Requires the auditor to consider risk in both an integrated audit and in an 
audit of financial statements, consisting of audit risk, which is made up of the risk of material 
misstatement and detection risk (RMM & DR). 

AS 1105: Audit Evidence - Describes what constitutes and requires the auditor to perform 
procedures to obtain sufficient appropriate audit evidence. 

AS 1110: Relationship of Auditing Standards to Quality Control Standards - Requires the 
auditor's firm to establish quality control policies and procedures to provide reasonable 
assurance that the firm will comply with applicable PCAOB standards in the performance of 
its audit engagements. 


1200 - General Activities 
AS 1201: Supervision of the Audit Engagement - Requires the auditor to supervise the 
engagement team to assure that work is performed as directed and that conclusions 
reached are supported. 
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AS 1205: Part of the Audit Performed by Other Independent Auditors - Indicates when an 
auditor may serve as a principal auditor and the effect on the auditor's procedures and the 
report in circumstances when the auditor does and does not make reference to the other 
auditor in the report. 

AS 1210: Using the Work of a Specialist - Provides guidance to auditors using a specialist when 
performing an audit under PCAOB standards. 

AS 1215: Audit Documentation - Requires the auditor to establish a written record to support 
conclusions reached and all representations made by the auditor, including those in the 
audit report. 

AS 1220: Engagement Quality Review - Requires that audit engagements, reviews of interim 
financial, and attestation engagements be subjected to an engagement quality review and 
concurring approval of issuance. 


1300 - Auditor Communications 
AS 1301: Communications with Audit Committees - Requires the auditor to communicate to the 
audit committee relevant information regarding the audit, including the overall strategy and 
timing, and obtain any information relevant to the audit from the audit committee. 


AS 1305: Communications About Control Deficiencies in an Audit of Financial Statements - 
Requires the auditor to communicate all significant deficiencies and material weaknesses 
detected during the audit, in writing, to management and the audit committee prior to the 
issuance of the auditor's report on the financial statements. 


Audit Procedures 


2100 - Audit Planning and Risk Assessment 

AS 2101: Audit Planning - Requires the auditor to plan the audit so that it can be conducted 
effectively, including the establishment of an overall audit strategy and an audit plan that 
incorporates planned risk assessment procedures and planned responses to identified risks 
of material misstatement. 

AS 2105: Consideration of Materiality in Planning and Performing an Audit - Requires the 
auditor to consider quantitative and qualitative factors in determining what constitutes a 
potential material misstatement to the financial statements and to plan and design audit 
procedures that are expected to be effective in detecting them. 

AS 2110: Identifying and Assessing Risks of Material Misstatement - Establishes guidelines for 
the performance of risk assessment procedures, enabling the auditor to obtain an 
understanding of the entity and its environment, including its internal control, as a basis for 
designing and applying responses to identified risks of material misstatement. 


2200 - Auditing Internal Control Over Financial Reporting 
AS 2201: An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit 
of Financial Statements - Establishes requirements for engagements in which the auditor is 
engaged to examine management's assessment of internal control that is relevant to 
financial reporting. 


2300 - Audit Procedures in Response to Risks - Nature, Timing, and Extent 
AS 2301: The Auditor's Responses to the Risks of Material Misstatement - Requires the auditor 
to design and implement appropriate responses to identified risks of material misstatement 
including responses that have an overall effect on how the audit is conducted and the effects 
on the nature, timing, and extent of audit procedures to be performed. 
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AS 2305: Substantive Analytical Procedure - Establishes guidelines for circumstances in which 
the auditor is using analytical procedures as substantive tests based on the nature of the 
assertion begin tested, the existence of predictable relationships among data, the availability 
of reliable information upon which to base expectations, and the precision of expectations 
developed by the auditor. 

AS 2310: The Confirmation Process - Defines the confirmation process; discusses the 
relationship of confirmations to the assessment of audit risk; identifies factors affecting the 
reliability of confirmations; indicates alternative procedures to be applied when responses to 
confirmations are not received; addresses the evaluation of the results of confirmation 
procedures; and specifically addresses the confirmation of accounts receivable. 

AS 2315: Audit Sampling - Provides guidance for the planning, performing, and evaluating of 
audit samples. 


2400 - Audit Procedures for Specific Aspects of the Audit 

AS 2401: Consideration of Fraud in a Financial Statement Audit - Establishes requirements and 
provides direction to address the auditor's responsibility to obtain reasonable assurance 
that the financial statements are not materially misstated as it relates to fraud. 

AS 2405: Illegal Acts by Clients - Establishes the auditor's responsibility for considering the 
possibility of illegal acts by a client and guidance on the auditor's responsibility when a 
possible illegal act is detected. 

AS 2410: Related Parties - Establishes requirements for the auditor's consideration of the 
client's identification of related parties and related party transactions, as well as how they 
are accounted for and disclosed. 

AS 2415: Consideration of an Entity’s Ability to Continue as a Going Concern - Establishes the 
auditor's responsibility to evaluate whether there is substantial doubt as to an entity's ability 
to continue as a going concern for a reasonable period of time, including auditing 
procedures to be performed and any reporting responsibilities. 


2500 - Audit Procedures for Certain Accounts or Disclosures 

AS 2501: Auditing Accounting Estimates - Establishes guidance regarding obtaining sufficient 
appropriate audit evidence to support significant estimates in the financial statements. 

AS 2502: Auditing Fair Value Measurements and Disclosures - Establishes standards to be 
applied in regard to obtaining sufficient appropriate audit evidence related to the 
measurement and disclosure of assets, liabilities, and components of equity that are 
presented or disclosed at fair value. 

AS 2503: Auditing Derivative Instruments, Hedging Activities, and Investments in Securities - 
Provides guidance to the auditor on planning and performing procedures related to the 
accounting for and reporting on derivative instruments and hedging activities, addressing 
the assertions of existence or occurrence, completeness, rights and obligations, valuation or 
allocation, and presentation and disclosure. 

AS 2505: Inquiry of a Client’s Lawyer Concerning Litigation, Claims, and Assessments - 
Requires the auditor to perform certain procedures to obtain evidence about litigation, 
claims, and assessments, including inquiries of client management; obtaining a description 
and evaluation of litigation, claims, and assessments from management; examining relevant 
documents; obtaining written assurance from management regarding disclosure of 
unasserted claims; and requesting that management send an inquiry letter to lawyers 
consulted or retained in relation to those matters. 

AS 2510: Auditing Inventories - Indicates that the observation of inventories is a generally 
accepted audit procedure and places a burden on the auditor to justify the opinion 
expressed on the financial statements when inventory has not been observed. 
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2600 - Special Topics 

AS 2601: Consideration of an Entity’s Use of a Service Organization - Provides guidance to 
auditors of entities that use service organizations that become part of its information system 
and for auditors that issue reports related to the processing of transactions by a service 
organization for use by the auditors of the entity using it. 

AS 2605: Consideration of the Internal Audit Function - Provides guidance to the auditor on the 
consideration of the work of internal auditors in forming an opinion on the financial 
statements and for obtaining direct assistance from internal auditors in performing the audit 
in accordance with PCAOB standards. 

AS 2610: Initial Audits - Communications Between Predecessor and Successor Auditors - 
Requires an auditor in an initial engagement to communicate with the predecessor auditor 
as a prerequisite for accepting the engagement and establishes guidance for communication 
with the predecessor when the auditor discovers misstatements in financial statements 
reported on by the predecessor. 


2700 - Auditor’s Responsibilities Regarding Supplemental and Other Information 

AS 2701: Auditing Supplemental Information Accompanying Audited Financial Statements - 
Requires the auditor to perform audit procedures in relation to supplemental information to 
support an opinion as to whether or not the supplemental information is fairly stated. 

AS 2705: Required Supplementary Information - Provides guidance to auditors as to the nature 
of procedures to apply to supplemental information required by the FASB, GASB, or FASAB 
and indicates when the auditor is required to report on required supplemental information. 

AS 2710: Other Information in Documents Containing Audited Financial Statements - 
Establishes requirement for auditor to read other information included in documents that 
include the financial statements, excluding registrations statements filed with the SEC, to 
make certain that there are no inconsistencies with information included in the audited 
financial statements. 


2800 - Conducting Audit Procedures 

AS 2801: Subsequent Events - Requires the consideration of subsequent events by 
management and evaluation by the auditor, including those representing conditions existing 
at the balance sheet date and requiring adjustment to the financial statements, and those 
representing conditions that came into existence after the balance sheet date and requiring 
disclosure. 

AS 2805: Management Responsibilities - Requires the auditor to obtain written representations 
from management as a component of an audit performed in accordance with PCAOB 
standards, including guidance as to specific representations to be obtained. 

AS 2810: Evaluating Audit Results - Provides guidance to the auditor in making a determination 
as to the appropriateness and sufficiency of audit evidence. 

AS 2815: The Meaning of “Present Fairly in Conformity with Generally Accepted Accounting 
Principles - Requires the auditor to determine, based on the requirements of the SEC, the 
accounting principles applicable to the company under audit and requires the auditor to 
determine if the principles applied by the entity are generally accepted, are appropriate 
under the circumstances, and if the financial statements are informative in relation to 
matters that will affect the use of the financial statements. 

AS 2820: Evaluating Consistency of Financial Statements - Requires the auditor to evaluate the 
consistency of the financial statements, provides guidance for the evaluation, and describes 
the effects of the evaluation on the auditor's report. 
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2900 - Post-Audit Matters 

AS 2901: Consideration of Omitted Procedures After the Report Date - Requires the auditor to 
evaluate whether the opinion expressed can be supported despite the omitted procedure 
and, if not, requires the auditor to perform the procedure or a satisfactory alternative. If 
unable to do so, the auditor should consult with legal counsel as to responsibilities and the 
best course of action. If performance indicates that facts existing at the financial statement 
date would have affected the report, the auditor should follow the guidance in AS 2905. 

AS 2905: Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report - Upon 
discovery of facts not known to the auditor at the date of the report that would have been 
investigated if known at the time, requires the auditor to determine if the information is 
reliable and if it existed as of the date of the report. If so, the auditor is further required to 
determine if the information would have affected the auditor's report and if there are parties 
likely to be relying on the financial statements that would attach importance to the 
information. Requires the auditor, upon making such a determination, to work with the 
client and perform procedures to make certain that the report is not inappropriately relied 
upon. 


Auditor Reporting 


3100 - Reporting on Audits of Financial Statements 

AS 3101: Reports on Audited Financial Statements - Provides guidelines for the preparation of a 
standard audit report, circumstances calling for a modified report, and guidelines as to how 
the report will be modified. 

AS 3110: Dating of the Independent Auditor’s Report - Requires the auditor to date the report 
no earlier than the date on which sufficient appropriate audit evidence is obtained and 
provides guidance for reporting events occurring after the date of the report but before its 
issuance and the reissuance of a report. 


3300 - Other Reporting Topics 

AS 3305: Special Reports - Provides guidance for preparing reports related to financial 
statements prepared in accordance with a comprehensive basis of accounting other than 
GAAP; related to specified elements, accounts, or items of a financial statement; to 
compliance with aspects of contractual agreements or regulatory requirements; to 
presentations designed to comply with contractual agreements or regulatory provisions; and 
related to financial information presented in prescribed forms or requiring a prescribed 
form or report. 

AS 3310: Special Reports on Regulated Companies - Requires reports on regulated companies 
to address whether the financial statements present fairly, in all material respects, the 
financial position of the entity as of the balance sheet date and the results of its operations 
and cash flows for the period then ended in conformity with accounting principles generally 
accepted in the United States of America unless statements are for filing with its supervisory 
agency. 

AS 3315: Reporting on Condensed Financial Statements and Selected Financial Data - Provides 
guidance for reporting on condensed information presented by a public entity that | 
required to provide complete audited financial statements to a regulatory agency at least 
annually and for reporting on selected financial data derived from audit financial statements 
presented in a document containing audited financial statements. 

AS 3320: Association with Financial Statements - Specifies that an accountant is associated 
with financial statements upon consenting to the inclusion of the auditor's name in a report, 
document, or written communication containing the statements, whether audited or 
unaudited. 
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Matters Relating to Filings Under Federal Securities Laws 
AS 4101: Responsibilities Regarding Filings Under Federal Securities Statutes - Establishes the 
auditor's responsibility for financial representations in documents filed under federal 
securities statutes. 
AS 4105: Reviews of Interim Financial Information - Establishes standards and provides 
guidance related to the nature timing, and extent of procedures that should be performed in 
a review of interim financial information. 


Other Matters Associated with Audits 

AS 6101: Letters for Underwriters and Certain Other Requesting Parties - Provides guidance for 
performing engagements to provide comfort letters to underwriters and others in relation to 
financial statements and financial information included in registration statements filed with 
the SEC. 

AS 6105: Reports on the Application of Accounting Principles - Provides guidance to an 
accountant preparing a written report on the application of accounting principles to 
specified transactions, or the type of opinion that may be rendered on a particular entity's 
financial statements or providing oral advice to be used by a principal to a transaction in 
determining how accounting principles apply to a specific transaction or the type of opinion 
that may be rendered on a particular entity's financial statements. 

AS 6110: Compliance Auditing Considerations in Audits of Recipients of Governmental 
Financial Assistance - Provides guidance to an auditor engaged to audit a governmental 
entity under PCAOB standards and to report on compliance with laws and regulations under 
Government Auditing Standards. 

AS 6115: Reporting on Whether a Previously Reported Material Weakness Continues to Exist - 
Allows an auditor to report on whether a previously reported material weakness continues 
to exist if the auditor has audited the entity's financial statements and internal control or has 
been engaged to do so. 


Securities and Exchange Commission (SEC), Government Accountability Office 
(GAO) & the Department of Labor (DOL) 


While a CPA will follow the requirements of the AICPA Code of Professional Conduct in making a 
determination as to whether or not independence is impaired, certain engagements also require the 
accountant to comply with the requirements of a regulatory body. 


e Ifa CPA practices before the Securities and Exchange Commission and performs audits of 
issuers, the requirements of the Public Company Accounting Oversight Board apply; 


e |f performing an audit of a nonfederal governmental agency or an entity receiving 
governmental financial assistance, the engagement is performed in accordance with 
Generally Accepted Government Auditing Standards and must comply with the ethical 
requirements of the Government Accountability Office Government Auditing Standards; and 


e Anaccountant performing audits of employee benefit plans are required to comply with the 
independence requirements of the Department of Labor. 
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The Securities and Exchange Commission (SEC) 


“The mission of the SEC is to protect investors, maintain fair, orderly, and efficient markets, and 
facilitate capital formation.” As will be discussed in Regulation (REG), the Securities Act of 1933 and 
the Securities and Exchange Act of 1934 were designed to protect the public from potentially 
unscrupulous practices of publicly traded companies. They established the SEC and gave it the 
authority to require publicly-held companies to issue audited financial statements, designate the 
acceptable basis or bases of accounting for publicly-held companies, and oversee auditors of 
publicly-held companies. 


The SEC has designated the PCAOB to regulate auditors of publicly-held entities and to develop and 
maintain auditing standards applicable to their audits. In some cases, the requirements imposed 
are more restrictive than those imposed on auditors of nonpublic entities, such as the prohibition 
against performing almost any nonassurance services for an audit client and the requirement to 
disclose audit and nonaudit fees earned. In most cases, however, the Auditing Standards Board 
(ASB) of the AICPA has evaluated GAAS with the intention of eliminating as many differences 
between those requirements and those of the PCAOB as is reasonably possible. 


Independence Standards of the Government Accountability Office (GAO) 


The GAO is an agency of Congress responsible for investigating how the federal government spends 
taxpayer money. It is also responsible for setting generally accepted government auditing standards 
(GAGAS), which are issued in a document referred to as the “Yellow Book.” 


The Yellow Book is broken down into sections that include: 
e Government Auditing - Foundation and Ethical Principles 
e Standards for Use and Application of GAGAS 
e General Standards 
e Standards for Financial Audits 
e Standards for Attestation Engagements 
e Fieldwork Standards for Performance Audits 
e Reporting Standards for Performance Audits 


The General Standards include the GAO's separate, and somewhat more restrictive, 
independence requirements that apply when performing an engagement in accordance with 
GAGAS. It indicates that: “In all matters relating to the audit work, the audit organization and the 
individual auditor, whether government or public, must be independent.” This includes independence of 
mind, indicating that the auditor is free of influence that might compromise the auditor's judgment, 
and independence in appearance so that users of the financial information will consider it reliable. 


To provide assurance that an auditor is independent both in mind and in appearance, GAGAS 
incorporates an independence conceptual framework that can be applied in making a determination 
as to whether or not independence has been impaired. An auditor evaluates independence, 
applying the framework, whenever facts or circumstances create threats to independence. The 
approach is very similar to that incorporated into the independence requirements for 
nongovernmental auditors in the AICPA code of Professional Conduct. 


Similar to the approach for evaluating independence indicated in AICPA professional standards, 
government auditors are expected to: 
e Identify threats to independence 
e Evaluate the significance of the threats, individually and collectively 
e Apply safeguards to eliminate or mitigate the threats such that they are reduced to an 
acceptable level 
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The framework is applied by first identifying facts and circumstances that create threats to 
independence. There are 7 categories of threats in the Yellow Book to independence: 


A self-interest threat occurs when the auditor has a financial or other interest in the entity 
that might affect the auditor's judgment. 

A self-review threat occurs when the extent of nonattest services performed by the auditor 
for the client raise a question as to whether the auditor will be reviewing judgments and 
estimates that the auditor participated in the development of. 

A bias threat occurs when the auditor is not objective about the client. This may result from 
the relationship between the auditor and client. It may also be a result of the beliefs of the 
auditor, which may be political, religious, or philosophical, and that may or may not conform 
to the objectives, mission, or operations of the client. 

A familiarity threat occurs as a result of the duration and closeness of the relationship 
between the auditor and the client. This includes the threat that the client may anticipate 
what may be emphasized by the auditor and may be able to effectively deceive the auditor 
as a result. 

An undue influence threat occurs when factors or parties separate from the client might 
create influence or pressure that may affect the auditor's judgments in regard to the client. 
A management participation threat occurs when the auditor takes on the role of 
management or performs management functions for the client. 

A structural threat occurs when the audit entity is connected to the government entity in 
such a way that may impair the auditor's ability to remain objective in the performance of 
the engagement or reporting of the results. 


If the threat to independence results from the performance of nonattest services, the auditor will 
first determine if the service was prohibited. If so, independence is impaired and the auditor will not 
be able to perform the engagement. If the threat does not result from the performance of 
nonattest services, or if the nonattest services were not prohibited, the auditor will consider the 
magnitude of threats. 


Prohibited nonattest services include: 


Performing management responsibilities, such as strategic planning for the entity, developing 
entity program policies, directing employees, making decisions regarding the acquisition, use 
or disposition of resources, custody of assets, reporting to governance, accepting 
responsibility for internal controls, and voting in the management committee or board of 
directors; 

Performing certain accounting functions without obtaining management approval, such as 
determining or changing journal entries, authorizing or approving transactions, preparing or 
altering source documents, and accepting responsibility for the preparation or fair 
presentation of the financial statements; 

Providing internal audit assistance in the form of setting policies, strategic direction, or scope 
for the internal audit function, or performing internal control procedures; 

Accepting responsibility for the design, implementation, or maintenance (DIM) of internal 
control, or its monitoring; 

Participation in information technology services including the design, development, or 
alteration of IT systems that manage aspects of the operations that will be audited, or 
operating or supervising the operation of such a system; 

Providing valuation services that impact information included in the financial statements; or 
Performing specific additional services related to non-tax disbursements, benefit plan 
administration, investment advisory or management, corporate finance, executive or 
employee personnel, and business risk consulting. 
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The auditor will consider threats individually and in the aggregate to determine if they are at an 
acceptable level, which would not impair the auditor's ability to perform and report on the 
engagement objectively. If threats are not at an acceptable level, the auditor will consider 
safeguards against those threats. Safeguards are policies and procedures instituted by the auditor 
to address threats to independence. Safeguards may include: 
e Consulting with other auditors, regulators, or other independent third parties; 
e Disclosing the nature and extent of services that could potentially impair independence to 
those responsible for governance and discussing independence issues with them; and 
e Using an outside auditor to participate in the audit by performing or reperforming parts of it, 
or by reviewing the work performed. 


The client can also initiate policies and procedures designed to create safeguards. These may 
include: 
e Requiring appointment of the auditor to be approved by parties who are not part of 
management; 
e Establishing procedures for selecting providers of nonaudit services designed to enhance 
objectivity; and 
e Oversight of the auditor's services by governance. 


If safeguards are sufficient to reduce threats to an acceptable level, the auditor will document the 
analysis and may perform the audit engagement. If safeguards are not sufficient, the auditor's 
independence is impaired and the auditor may not perform the engagement. 


In addition to establishing the above framework for evaluating independence, the GAO has 
established independence requirements and guidelines for audit organizations that are located 
within the entities they audit; audit organizations performing nonaudit services for the entities they 
audit; and documentation that is necessary to support the auditor’s conclusions and demonstrate 
appropriate consideration to the auditor's independence. 


An auditor that works within the entity that is being audited is considered independent if the head 
of the audit organization meets all of certain criteria: 

e ls accountable to the head or deputy head of the entity or its governance; 

e Reports results to both the head or deputy head and governance; 

e ls organizationally outside of the staff or line-management function of the audited unit; 

e Has access to governance; and 

e Is removed from the political process sufficiently to avoid fear of political reprisal. 


An auditor may perform nonaudit services for the entity under audit provided that auditor has 
assurance that management will perform all of the following in relation to the nonaudit service: 
e Assume all management responsibility; 
e Oversee the service, designating an individual within the organization with the appropriate 
characteristics to effectively do so; 
e Evaluate the adequacy and results of the service; and 
e Accept responsibility for the results. 
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To support the auditor's consideration of independence, documentation should include: 
e Threats to independence and the safeguards applied; 
e The safeguards applied if the audit organization is structurally located within a government 
unit and is considered independent as a result of those safeguards; 
e Consideration of management's ability to oversee nonaudit services provided; and 
e The understanding with the audited entity regarding the performance of nonaudit services. 


Department of Labor Independence Requirements (DOL) 


Employee benefit plans must be audited in accordance with the Employee Retirement Income 
Security Act of 1974 (ERISA), as enforced by the Department of Labor (DOL). ERISA indicates that the 
audit is to be performed by an independent qualified public accountant (IQPA) and, in the DOL's view, 
“an accountant's independence is at least of equal importance to the professional competence he or 
she brings to an engagement to render an opinion and issuing a report on the financial statements 
of an employee benefit plan.” The DOL Independence requirements are a bit more restrictive than 
the AICPA requirements. 


The rule specifies three types of relationships that will impair an accountant’s independence. The 
requirements apply to the accountant and the accountant’s firm and relate to the period of the 
engagement as well as the period covered by the engagement. Independence is impaired by: 
e Having, or committing to acquiring, any direct financial interest or any material indirect 
financial interest in the plan 
e Acting as the plan's, or plan sponsor's, promoter, underwriter, investment advisor, voting 
trustee, director, officer, or employee 
e Maintaining financial records for the plan 


Independence is not impaired if the accountant is engaged by the plan’s sponsor for a professional 
engagement, provided it does not involve an activity that is prohibited. In addition, independence is 
not impaired if the plan uses the services of an actuary that is associated with the accountant. 
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Lecture 2.08 - Professional Responsibilities - Class 
Questions 


10. According to the AICPA Code of Professional Conduct, which of the following activities results in 
an act discreditable to the profession? 


a. ACPAsolicits recent Uniform CPA Examination questions without written authorization 
from the AICPA. 

b. ACPAsigns a document containing immaterial false and misleading information, or 
permits or directs another CPA to do so. 

c. ACPAwho is engaged to perform a government audit neglects to follow certain 
government auditing requirements and discloses in the audit report the fact that such 
requirements were not followed and the reasons for it. 

d. ACPA fails to give a client copies of the CPA's workpapers related to a completed and 
issued work product upon the client's request because the client has not paid fees 
payable to the CPA for the work product. 


11. When a former partner of a registered public accounting firm who left the firm two years ago 
accepts a financial reporting oversight role at an issuer audit client, the independence of the 
registered public accounting firm is considered impaired unless which of the following is true? 


a. The former partner discloses the relationship to the issuer audit client's board of 
directors. 

b. The former partner was employed by the registered public accounting firm for a period 
of 2 years or less. 

c. The former partner has no remaining capital balance in the registered public accounting 
firm. 

d. The former partner exerts only limited influence over the registered public accounting 
firm's operations and financial policies. 


12. An auditor has performed certain bookkeeping and other nonattest services that are not 
prohibited by the AICPA Code of Professional Conduct for a potential audit client. The auditor 
has established and documented an understanding with the client and the client has agreed to 
assume all management responsibility, to oversee the services and designate an individual 
within the organization to do so, to evaluate the adequacy of the services, and accept 
responsibility for the results. Which of the following is correct? 


a. The auditor may conduct the audit under GAAS but additional requirements must be 
met. 

b. The auditor may conduct the audit under PCAOB standards, but must disclose the 
performance of the services. 

c. The auditor may conduct the audit under GAGAS, but must disclose the performance of 
the services. 

d. The auditor may not perform the audit under GAGAS. 
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13. 


14. 


The controller of a small utility company has interviewed audit firms proposing to perform the 
annual audit of their employee benefit plan. According to the guidelines of the Department of 
Labor (DOL), the selected auditor must be 


a. The firm that proposes the lowest fee for the work required. 

b. Independent for purposes of examining financial information required to be filed 
annually with the DOL. 

c. Included on the list of firms approved by the DOL. 

d. Independent of the utility company and not relying on its services. 


Which of the following services would constitute a management function under Government 
Auditing Standards, and result in the impairment of a CPA's independence if performed by the 
CPA? 


Developing entity program policies. 

Providing methodologies, such as practice guides. 
Providing accounting opinions to a legislative body. 
Recommending internal control procedures. 


Qa0o08 


Class Solutions 


10. 


11. 


12. 


(a) According to ET 1.400, acts discreditable to the profession include soliciting or disclosing 
CPA exam questions and answers. Signing a document that contains a misstatement that is 
immaterial would not be an act discreditable to the profession (b). Nor would failing to comply 
with auditing requirements in an engagement provided the noncompliance was appropriately 
disclosed (c). Failure to return a client’s records due to nonpayment of fees would be an act 
discreditable to the profession but refusing to make copies of the accountant’s workpapers is 
not (d). 


(c), It would be considered a conflict of interest if a firm performs an audit of an issuer if 
someone with financial reporting oversight responsibility was employed by the firm and 
participated in any capacity in the audit during the 1-year period preceding the date of the 
initiation of the audit. In addition, the former firm member may have no remaining capital 
balance in the firm. It is not sufficient for the former firm member to inform the client's board 
of directors (a). It makes no difference how long the firm member was employed by the firm 
(b). The former partner may not be in position to exert any influence over the accounting firm 
without impairing independence (d). 


(a) An auditor may perform certain nonattest services for an attest client provided the auditor 
establishes and documents an understanding with the client under which the client agrees to 
assume all management responsibility, oversee the services and designate an appropriately 
qualified individual to do so, evaluate the adequacy of the services, and accept responsibility 
for the results. In addition, however, when an auditor is performing multiple nonattest 
services for an attest client, the auditor is also required to apply the conceptual framework to 
determine if the effect of the aggregate of the nonattest services raises one of seven threats to 
independence to an unacceptable level. In general, an auditor may not perform nonattest 
services for an audit client under PCAOB standards. Certain nonattest services, such as tax 
planning services, may be performed for an audit client if they are approved in advance by the 
client’s audit committee, who is responsible for making certain that the services do not impair 
the auditor's independence (b). An auditor may perform certain nonattest services that are not 
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specifically prohibited for an audit client under GAGAS provided the client agrees to assume all 
management responsibility, oversee the services and designate an appropriately qualified 
individual to do so, evaluate the adequacy of the services, and accept responsibility for the 
results. The services need not be disclosed to users of the financial statements and no 
additional requirements need be met (c). An auditor may perform certain nonattest services 
that are not specifically prohibited for an audit client under GAGAS provided the client agrees 
to assume all management responsibility, oversee the services and designate an appropriately 
qualified individual to do so, evaluate the adequacy of the services, and accept responsibility 
for the results. No additional requirements need be met (d). 


13. (b) The DOL requires an auditor to be independent when auditing an employee benefit plan 
and prohibits the auditor from having a direct or material indirect interest in the plan or its 
sponsor; from serving as promoter, underwriter, investment advisor, voting trustee, director, 
officer, or employee of the plan or the sponsor; or from maintaining financial records for the 
plan. There is no requirement that the audit be performed by the firm quoting the lowest fee 
(a). Nor is there a list of approved firms (c). Relying on the services of the sponsor utility 
company does not impair the auditor's independence and, in fact, the auditor may not have a 
choice of utility provider (d). 


14. (a) Management functions are defined under Government Auditing Standards similarly to how 
they are defined under the AICPA Code of Professional Conduct and involve making decisions 
involving the strategic direction of the entity and making decisions regarding the acquisition, 
use, or disposition of resources. This would include developing entity program policies as this 
involves establishing strategy for the entity. Providing methodologies from which 
management may choose (b); providing accounting opinions to a legislative body enabling 
them to make better decisions (c); and recommending internal control procedures, which 
management may or may not implement (d), are not considered management functions and 
would not impair independence. 
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1_— 
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X.L. Family, CPA, just learned that his cousin's daughter is employed as a factory assistant at a 
manufacturing plant that is a client and he is trying to determine if his independence has been 
impaired. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
whether or not his independence has been impaired? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation 2 
1_— 
The Uniform | Lie) oe sur 
CPA Examination 


Arnold Stallone, CPA, is planning on selling his practice and practice for auditions of American Idol. 
He is wondering whether or not he can give information to a potential buyer without obtaining 
permission from his clients. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
whether or not information about clients can be disclosed? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation 3 
1_— 
The Uniform EA 2— P SUBMIT 
q CPA Examination | LU 3am ° TESTLET 


A CPA is planning the audit of an issuer entity and is trying to determine what preliminary 
engagement activities should be performed. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
what preliminary engagement activities should be performed? 


2. Enter the exact section and paragraph with helpful information. 
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Task-Based Simulation Solution 1 
ET 1.270.100.02 


Task-Based Simulation Solution 2 
ET 1.700.050.01 


Task-Based Simulation Solution 3 
PCAOB | AS 2101 | Par .06 
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Internal Control 


Lecture 3.01 - Internal Control 


The Steps in an Audit 


Prepare for > Obtain Understanding > Assess Risks of Material > Perform Tests > Perform > Formulate > Issue 
The audit of Client, its Environment, Misstatement and Determine of Controls Substantive an Opinion Audit 
including Internal Control Nature, Timing & Extent Procedures Report 
of Further Procedures 


AU-C 315, Understanding the Entity and Its Environment and Assessing the Risks of Material 
Misstatements, requires the auditor to perform risk assessment procedures to assess risk of 
material misstatement (RMM) at both the financial statement level and the assertion level. It also 
requires the entity to obtain an understanding of internal control relevant to the audit. 


The objective of AU-C 315 is for the auditor to identify and assess the risks of material 
misstatement (RMM), whether due to fraud or error, at the financial statement and relevant 
assertion levels through understanding the entity and its environment, including the entity's 
internal control, thereby providing a basis for designing and implementing responses to the 
assessed risks of material misstatement. 


Auditors of entities that do not report to the SEC, often referred to as nonissuers, are required to 
follow GAAS, issued by the Auditing Standards Board (ASB) of the AICPA. These standards require 
the auditor to obtain and document an understanding of the client's internal controls in order to 
assess the risk of material misstatement (RMM) of the financial statements, which consists of 
inherent risk (IR) and control risk (CR). The auditor then uses the RMM to determine the extent to 
which detection risk (DR) must be reduced to reduce audit risk (AR) to an acceptable level. 

e When an auditor believes that the nature, timing, or extent of substantive testing can be 
limited as a result of effective internal control, the auditor must perform tests of controls 
to verify that they are operating effectively as designed and intended. 

e The auditor draws a conclusion, based on tests of controls, as to whether or not the 
controls can be relied upon for the entire period for which controls were tested. 


Auditors of entities that do report to the SEC, often referred to as issuers, are also required to 
obtain an understanding of internal control. Like auditors of nonissuers, they are required to 
obtain and document the understanding in order to assess the risk of material misstatement of 
the financial statements and to plan and perform the audit. Sarbanes-Oxley, however, requires 
auditors of issuers to perform an integrated audit of both internal control over financial reporting 
and of the financial statements. As a result, in addition to obtaining sufficient evidence to support 
the auditor's control risk assessment, the auditor is required to obtain sufficient evidence to 
support an opinion on internal control over financial reporting (ICFR) as of a specific point in 
time, the date of the financial statements. 


Auditors of both issuers and nonissuers may conclude either that internal controls are not 
sufficiently reliable to limit the nature, timing, or extent of substantive testing or that the cost of 
testing controls exceeds the potential benefit. In either case, the auditor will not perform tests of 
controls for the purpose of reducing RMM and will, instead, perform substantive tests based on CR 
set at maximum. 
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Setting CR at maximum means that the auditor believes that if an error or fraud were to occur, 
there is a 100% probability that the entity's internal control will neither prevent it nor detect it to 
allow correction on a timely basis. When the auditor also is performing an examination of internal 
control (always the case in the audit of an issuer) the auditor is required to perform tests of the 
operating effectiveness of internal controls-even when controls are not expected to be effective or 
the cost of testing controls is expected to exceed the cost reductions in substantive testing. 
e An entity's internal control cannot be considered effective if one or more material 
weaknesses exist. 
e The auditor must plan and perform the examination to obtain reasonable assurance as to 
whether or not material weaknesses exist as of the specified date. 
e Material weaknesses may exist when the financial statements are not materially misstated. 


Controls are evaluated at the entity level, seeking assurance as to the general reliability of the 
financial reporting process and the desire and intention of the entity to operate in an ethical 
environment, free of fraud and significant errors, with systems and procedures to provide 
assurance as to the three primary objectives of a system of internal control (ACE): 

e Accurate & Reliable financial reporting 

e Compliance with applicable laws and regulations 

e = Efficient and effective operations 


Controls are also evaluated at the assertion level. When management is presenting financial 
statements, there are various assertions embedded in which management is indicating that the 
financial information contains certain characteristics. When a misrepresentation may result in a 
material misstatement to the financial statements, the assertion affected is considered a relevant 
assertion. When performing an audit, the auditor is required to obtain sufficient appropriate audit 
evidence to support every relevant assertion this can be accomplished by: 

e Demonstrating through the use of tests of controls that internal controls are sufficient to 
prevent a material misstatement in regard to that assertion or to detect and correct such a 
misstatement on a timely basis; 

e Obtaining evidence through the performance of substantive tests to demonstrate that the 
information presented is free of material misstatement, regardless of the existence of 
internal controls; or 

e Some combination of those approaches, which is most frequently the case. 


There are several assertions, some of which overlap one another, classified into three categories. 
The first 5 assertions relate to Events and Transactions that occurred during the period of audit, 
as generally presented on an entity's income statement (CPA-CO). They are: 
e Completeness - All events or transactions pertaining to the entity that occurred. 
e Period Cutoff - All events and transactions have been reported in the appropriate period 
(Everything is reported in the right Period). 
e Accuracy - The events or transactions have been reported in the appropriate amounts. 
e Classification - All events and transactions are included in appropriate accounts or 
categories. 
e Occurrence - The event or transaction, which pertains to the entity, did occur (It 
happened). 


Just remember that if all revenue and expenses are properly reported, the CPA-CO will have no 
problem preparing your taxes. 
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The next 4 assertions relate to Account Balances, amounts reported as of the date of the financial 
statements, as generally presented on the balance sheet (RACE). They are: 

e Rights and Obligations - The entity has rights to those items reported as assets and 
liabilities are the obligations of the entity (they are ours). 

e Allocation and Valuation - All assets, liabilities, and equity related items are reported in 
amounts that are appropriate as of the date of the financial statements (Amount is 
correct). 

e Completeness - All assets, liabilities, and equity that should have been reported are 
included on the financial statement. 

e Existence - Assets, liabilities, and equity reported on the financial statements exist as of 
the financial statement date (They are real). 


Of course, if an entity has a healthy balance sheet, it is running at good RACE. 


The final 5 assertions relate to the Presentation of the financial statements and the financial 
statement Disclosures (RACOU-n (Raccoon). They are: 
e Rights and Obligations - All information presented and disclosed is related to events, 
transactions, and other matters that pertain to the entity (It all Took place). 
e Accuracy and Valuation - Both financial and nonfinancial information is fairly presented, 
properly disclosed, and provides appropriate amounts (We Know it is all correct). 
e Completeness - All information that should be presented is disclosed (It is All included). 
e Occurrence - Disclosed events, transactions and other matters have occurred and pertain 
to the entity. 
e Understandability and Classification - Financial information is appropriately presented 
and described and disclosures are expressed in a clear manner (Everything is Clear). 


Raccoons (RACOU-n’s) are always presenting and disclosing my garbage at night!! 


The auditor is looking for the presence of useful controls: the strengths in the system. The system 
is primarily formed by those controls designed by management that relate to the financial 
statement assertions and which are meant to produce accurate financial records and 
safeguarding of assets. Those controls designed to enable adherence to laws and regulations 
and promote efficiency in the organization are usually not relevant to the financial statement 
assertions. 


To ensure that only sales that actually occurred are recorded in the sales journal, the occurrence 
assertion, the entity may establish a control requiring that sales be recorded in the sales journal 
only when there is a customer order form, a sales order form, a shipping report, and an invoice, all 
of which agree as to the goods that were sold and the price to be received for them. To ensure 
that all sales that actually occur are recorded, the completeness assertion, the entity may require 
the use of prenumbered sales order forms and account for all forms, including making certain that 
none are out of sequence. 


The most commonly used framework to benchmark internal controls in the US is Internal Control - 
Integrated Framework developed by COSO. COSO describes internal control as: 


A process, effected by the entity’s board of directors, management, and other personnel 
designed to provide reasonable assurance regarding the achievement of objectives in the 
categories of (1) Accurate and reliable financial reporting, (2) Compliance with applicable laws 
and regulations, and (3) Effectiveness and efficiency of operations (ACE). 
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e Management is responsible for the development, implementation and maintenance (DIM) 
of Internal controls. The auditor seeks reasonable assurance that Internal controls are 
achieving certain Objectives (ACE): 

o Accurate & Reliable financial reporting 
o Compliance with laws and regulations 
o Effectiveness and efficiency of operations 


The mnemonic ACE will remind management that it should try to establish a strong internal 
control structure so as to have an ACE in the hole. 


The primary interest of the outside auditor is in the first objective, accurate and reliable financial 
reporting, which relate to the fair presentation of the financial statements being audited. The 
second goal, compliance with laws and regulations, is primarily relevant to compliance auditing, 
which may occur in connection with audits under government auditing standards. The financial 
statement auditor would, however, be concerned about compliance with those laws and 
regulations that could have a material direct or indirect effect on the financial statements. The 
third goal, promoting effectiveness and efficiency of operations, is generally not addressed by the 
financial statement auditor, but is addressed in consulting engagements and operational audits. 
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Lecture 3.02 - 5 Components of Internal Control (CRIME) 


AU-C 315 requires the auditor to obtain an understanding of all 5 components of internal 
control under COSO in order to evaluate the design of relevant controls and determine whether 
they have been implemented; assess the risk of material misstatement; and design the nature, 
timing and extent of further audit procedures. 


Control Environment (CHOPPER) 


The first component of the COSO framework is the control environment, also referred to as the 
tone at the top. The control environment sets the tone of an organization, influencing the control 
consciousness of its people. It is the foundation for all other components of internal control, 
providing discipline and structure. Control environment factors include the following (CHOPPER): 

e Commitment to competence - Effective control requires a sincere interest on the part of 
the employees in performing good work. 

e Human resource policies & practices - A company can minimize the control difficulties 
created by new employees by sound hiring and training policies for employees. 

e Organizational structure - A company that operates all over the world has different 
internal control problems than one operating entirely within a single building. 

e Participation of those charged with Governance - An audit committee of the board of 
directors that actively monitors the internal audit function produces a more attentive 
management on such matters. 

e Philosophy of management & mgt operating style - The belief (or lack of it) in the 
importance of internal control by management will affect the seriousness with which it is 
taken by the rest of the employees. This is especially the case when decision-making in the 
company is dominated by a single individual. 

e Ethical values & Integrity - Honest employees will be less likely to cause internal control 
difficulties related to fraud and improve the opportunity for those resulting from errors to 
be effectively detected. 

e Responsibility assignment - The manner in which authority, responsibility and 
accountability is assigned to different employees determines the controls that will be 
needed. Again, the domination of decision-making by a single individual holds significance, 
since such power makes it extremely difficult for internal control to be trusted. 


COSO has indicated that there are five principles related to the control environment. They indicate 
that management and those charge with governance: 

Demonstrate a commitment to integrity and ethical values; 

Exercise their oversight responsibility; 

Establish structure, authority, and responsibility; 

Demonstrate a commitment to competence; and 

Enforce accountability. 


Oi Ue 


The auditor is responsible for determining if the control environment, influenced by management 
with the oversight of those charged with governance, has established an honest culture, promoting 
ethical behavior. The control environment, consisting of what are referred to as entity-level 
controls, should provide a foundation for the overall internal control structure, including the other 
components and for assuring that internal controls are not undermined by deficiencies in the 
control environment. 
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Entity-level controls deal with company-wide issues and set the tone of the organization, involve 
the assignment of authority and responsibility, and address conduct. Entity-level controls include a 
mission statement that is part of the entity's culture; a code of conduct that applies to all members 
of the organization, including management; organization charts and job descriptions that indicate 
the roles of individuals within the organization; and the behavior of management and executives, 
which is often considered one of the more significant components. 


The auditor obtains knowledge of entity-level controls through inquiries made of management and 
others and through observations. The auditor can often learn a great deal about the control 
environment by simply observing the relationship between employees and their supervisors and 
management and, in particular, if employees at all levels are shown an appropriate level of 
respect. 


Risk Assessment 


An entity's risk assessment for financial reporting purposes is its identification, analysis, and 
management of risks relevant to the preparation of financial statements that are fairly presented 
in conformity with GAAP or whatever financial reporting framework that will be applied in the 
preparation. Risk assessment includes risks that may affect an entity's ability to properly record, 
process, summarize, and report financial data. Risk assessment, for example, may address how 
the entity considers the possibility of unrecorded transactions or identifies and analyzes significant 
estimates recorded in the financial statements. 


Risks relevant to financial reporting include external and internal factors, such as the following: 
e Changes in the operating environment 
e New personnel 
e New or revamped information systems 
e Rapid growth 
e New technology 
e New lines of business, products, or activities 
e Corporate restructurings 
e Foreign operations 
e Changes to accounting pronouncements 
e Changes to the economic environment 


COSO has indicated that there are four principles related to risk assessment. They indicate that 
management and those charged with governance: 

1. Specify suitable objectives; 

2. Identify and analyze risk; 

3. Assess fraud risk; and 

4. Identify and analyze significant change. 


Control Activities 


Control activities are policies and procedures that help ensure that management directives are 
carried out. The focus of control activities may be one of the following: 

e Performance reviews - Controls involving the evaluation of performance against some 
criteria such as comparting actual amounts to budgeted amounts, comparing current 
period results to those of prior years, or evaluating financial data in relation to nonfinancial 
data. 
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e Information processing - Controls that prevent the processing of information unless 
certain criteria are met, such as the matching of certain documentation before recording a 
sale. In an information technology, or IT, environment, there are general controls that 
relate to the overall operation of the system, including the structure of the organization 
and access to information; and application controls that relate to specific functions being 
performed. 

e Physical controls - Controls that limit access to assets. 

e Segregation of duties - Controls that involve assigning different people responsibilities for 
authorizing transactions, recording transactions, maintaining custody of assets, and 
performing reconciliations or comparisons. It is intended to reduce the opportunities to 
allow any person to be in a position to both perpetrate and conceal errors or fraud in the 
normal course of their duties (ARCC-S). 

o Authorization of transactions 

Recording (posting) of transactions 

Custody of assets 

Comparisons 
= Segregation of duties 


Oo 0 0 


In addition to identifying control activities, the auditor will have to determine if they are relevant to 
the audit. Some will be relevant in the professional judgment of the auditor. This will be the case, 
for example, when the auditor determines that a control activity reduces the risk of material 
misstatement in relation to a management assertion and: 
e The auditor has a basis for testing the control activity to determine if it was properly 
designed and being applied properly during the period under audit; and 
e The nature, timing, and extent of further audit testing can be reduced as a result of relying 
on the control activity if the tests of controls indicate that it is effective. 


There may also be certain risks that could result in a material misstatement to the financial 
statements that cannot be evaluated on the basis of substantive evidence alone. This might be the 
case, for example, for a class of transactions that is processed automatically with a minimum of 
manual intervention and where much of the information related to the initiation, authorization, 
recording, processing, and reporting is in electronic form. The reliability of information derived 
from such transactions would be dependent on the controls related to the processing of those 
transactions. 


COSO has indicated that there are three principles related to control activities. They indicate that 
management and those charged with governance: 

1. Select and develop control activities; 

2. Select and develop general controls over technology; and 

3. Deploy controls through policies and procedures. 


Information and Communication 


The information and communication component of internal control relates to the flow of 
information to and from the entity as well as within the entity. Information should flow in all 
directions so that management's directives can be properly communicated to those who are 
expected to work toward achieving them and so that management can obtain feedback to 
determine if objectives are being achieved. 
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Communication with external parties facilitates the flow of goods and services and enhances the 
efficiency with which business can be conducted. It also enables parties and other entities with 
which an entity does business to assist in the enforcement of the entity's internal controls. If 
business customers are informed, for example, that all sales are expected to be reported ona 
specific pre-numbered sales form, customers may prevent a sales person from taking an order 
without completing such a form, which may be done for inappropriate purposes. 


The auditor is concerned, in particular, with information systems relevant to financial reporting. 
The auditor, as a result, should obtain an understanding related to how: 

e Info system consists of the methods and records used to record, process, summarize and 
report Co.'s transactions and to maintain accountability for the related accounts. 

e Communication involves establishing individual duties and responsibilities relating to 
internal control and making them known to involved personnel. 

e Transactions are initiated, authorized, and processed; and how transactions, events, and 
conditions are reported, including which components are performed manually and which 
are performed electronically. 

e Accountability is maintained for assets, liability, and equity, including the maintenance of 
records supporting information or specific items in the financial statements. 

e The incorrect processing of transactions is identified and resolved. 

e Recurring and nonrecurring journal entries, unusual transactions, and other adjustments 
are identified and prepared. 

e System overrides or bypasses to controls are processed and accounted for. 

e Information is transferred from the processing systems to the general ledger. 

e Events and conditions, other than transactions, that are relevant to financial reporting, 
including depreciation and amortization of assets and collectibility of receivables, are 
identified, and how information is captured. 

e Financial statements are prepared, including the development of estimates. 

e Information that is required to be disclosed is identified, accumulated, recorded, 
processed, summarized, and properly reported. 


COSO has indicated that there are three principles related to information and communication. 
They indicate that management and those charge with governance: 

1. Use relevant information; 

2. Communicate internally; and 

3. Communicate externally. 


Monitoring 


Monitoring activities are the means by which management determines if internal controls are 
being followed and if they are effective. Controls are monitored thorough some combination of 
ongoing activities, which are generally part of recurring activities such as the supervision of 
employees; and separate evaluations. 


When the entity has an internal audit function, understanding the role it plays contributes to the 
auditor's understanding of the entity and its environment, and, in particular, its internal control. In 
some circumstances, the auditor may use the work performed by the entity's internal auditor's 
either to modify the nature, timing, or extent of other audit procedures to be performed, or to 
assist in the performance of audit procedures under the oversight of the auditor. 


In addition to obtaining an understanding of how the entity monitors its internal controls, the 
auditor should also obtain an understanding of the information that is used in the entity's 
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monitoring activities, the sources of that information, and the basis upon which the reliability of 
the information is evaluated. 


COSO has indicated that there are two principles related to monitoring. They indicate that 
management and those charge with governance: 

1. Conduct ongoing and/or separate evaluations; and 

2. Evaluate and communicate deficiencies. 


One way of remembering the 5 components of internal control is: 
e Control activities 
e Risk assessment 
e Information and communication 
e Monitoring 
e Control Environment 


The mnemonic CRIME reminds management that it would be a crime not to consider all of the 
internal control elements when designing the system. 
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Lecture 3.03 - Understanding the Internal Control 
Structure 


An auditor performs the following procedures to obtain and apply an understanding of internal 
control to an audit (AU-C 315): 


Step 1 - Obtain an understanding of the design of all five components of the entity's internal 
control (CRIME) through the performance of risk assessment procedures. 


Step 2 - Document the understanding of Internal Control. 


Step 3 - Assess Risk of Material Misstatement (RMM) which consists of inherent risk (IR) and 
control risk (CR). RMM = IR x CR). 


Step 4 - Develop an audit strategy to either: 


o (RELY?) Perform tests of control (TofC) to determine if CR is below maximum, 
reducing RMM below the level of IR and allowing for the modification of the 
nature, timing, and extent of further audit procedures (sub tests): or 

o (NOT Rely) Decide NOT to perform tests of controls, assessing CR at the 
maximum level as if the control did not exist, and measuring RMM as being equal 
to IR. 


Step 5 - Reassess Risk of Material Misstatement and evaluate results. 


o For controls for which tests of controls were performed, evaluate results to 
reassess RMM and determine if it is appropriate to modify the nature, timing, and 
extent of further audit procedures. 


Step 6 - Document conclusions and determine the effect on the planned substantive 
procedures. At this point, the audit program needs to be developed or revised for 
further audit procedures. 


1. Understand the Design of CRIME by performing Risk Assessment 
Procedures 
(what is the form?) 


Have the controls been IMPLEMENTED (put into use?). To evaluate the implementation of a 
control means to determine whether a control is actually being used by the entity. The auditor 
first considers the design of the control. If the control is improperly designed, it may represent a 
material weakness in the entity's internal control. 


An auditor obtains an understanding of the entity and its environment, including its internal 
control (CRIME) through the performance of risk assessment procedures. These are procedures 
designed to provide the auditor with an adequate understanding to enable the auditor to 
effectively assess the risk of material misstatement of the financial statements. Risk assessment 
procedures include: 

e Analytical procedures (Using high level data) 

e Inquiries of management and others within the entity, including inquiries of internal 

auditors. 
e Inspection (of documents and records) 
e Observation (the application of specific controls) 
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Most of the information that an auditor obtains about an entity's internal controls will initially be 
the result of inquiries made of the entity's management and others who the auditor believes can 
provide relevant information. If the auditor is a continuing auditor, much information will be 
derived from reviewing prior period engagement files. When obtaining an understanding of 
controls that are relevant to the audit, however, the auditor may not rely exclusively on inquiries to 
evaluate the design of those controls and to determine whether they have been implemented. 


The auditor will initially evaluate the design of the control, usually based on information derived 
from inquiries, to determine whether it has the potential of reducing RMM. If not, the control is 
not relevant to the audit and no determination will be made as to whether it has been 
implemented. If so, however, the auditor can determine if the control has been implemented and 
if it is operating as it was designed only by performing a walk through. This involves applying 
some means other than inquiry, such as observing the control being applied, performing analytical 
procedures to determine if the control is producing the appropriate results, or the inspection of 
documents or other items that will provide evidence that the control is in place. 

e While performing a walk through, as described above, provides information about the 
design and implementation of a control, it is not sufficient to determine if the control was 
operating effectively throughout the period being audited or to rely on the control as a 
basis for modifying the nature, timing, and extent of further audit procedures. 

e If the auditor intends to rely on the control as a basis for modifying the nature, timing, and 
extent of further audit procedures, the auditor is required to determine if the control was 
operating effectively throughout the affected period through the performance of tests of 
controls. 


In the course of obtaining an understanding of internal control, the auditor may identify control 
deficiencies, weaknesses in internal control that might allow errors to occur without the ability to 
identify and correct them on a timely basis. Identified deficiencies will be evaluated to determine if 
they are significant deficiencies or material weaknesses, both of which must be communicated to 
management and those charged with governance. 


The auditor makes a determination as to which procedures to apply when obtaining different 
aspects of the understanding. Not all procedures will apply to each aspect and procedures other 
than those specified may also prove helpful to the auditor in identifying risks of material 
misstatement. These other procedures may include reviewing information from external sources, 
or making inquiries of parties outside the entity but with the cooperation of the entity. 


The knowledge obtained through risk assessment procedures is used to: 
e Identify the types of potential misstatements (Errors or Fraud). 
e Consider factors that affect the risk of material misstatements. 
e Design tests of controls and substantive procedures. 

o As part of obtaining an understanding of internal control sufficient to plan the 
audit, the auditor should evaluate whether the client's programs and controls that 
address the identified risks of material misstatement due to fraud have been 
suitably designed and implemented. 

o Determine if these have been Implemented (Placed into operation). 

= Understanding doesn't require evaluating their operating effectiveness. 


The goal of this understanding is to identify those controls that might reduce the risk of 
misstatements. If the auditor believes that these controls can be relied upon, tests of controls will 
be performed to evaluate their operating effectiveness. Assuming they prove effective, the auditor 
will be able to reduce substantive testing. 
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Notice, however, that the auditor is only trying to determine what controls have been 
implemented (are being used), and is not determining whether the controls have been operating 
effectively. The latter is only necessary in a financial statement audit if the auditor plans to rely 
on the controls. The auditor's main concern is whether, and how, a specific control prevents, 
detects, and corrects material misstatements in relevant assertions. Once the auditor has gained 
an understanding of the internal control structure, they may decide to assess the Risk of Material 
Misstatement high (not rely on internal control), in which case there is no point in determining 
whether the controls are effective. 


The techniques available to the auditor to gain information about a client's internal control 
structure include: 
e Prior audits - Reviewing audit documentation that document the internal control structure 
of the client in prior years. 
e Reperformance - Applying the control that the client personnel presumably performed to 
determine if the procedure was performed properly. 
e Inquiry - Asking management and other client personnel to describe the controls that they 
are currently using. 
e Inspection - Examining documents that are used in internal control, such as authorization 
forms and procedures manuals. 
e Observation - Watching employees perform their jobs. 


Keep in mind that the auditor is initially interested in the form, but is ultimately interested in the 
substance of the controls. Often, inquiry and inspection will provide the auditor with information 
about controls that have been designed, but observation will reveal that these controls aren't 
actually being enforced by management. Observation is especially critical in determining whether 
controls involving segregation of duties are being implemented in practice, and not just in 
theory. 


2. Document Understanding of Internal Control 


The auditor is required to document key elements of the understanding of the entity and its 
environment, as well as each of the 5 components of internal control (CRIME), the sources of 
information from which the understanding was obtained, and the risk assessment procedures 
performed. The form is influenced by the size and complexity of the entity. 


There are no specific requirements as to how the understanding of internal control is documented 
other than the requirement to document the understanding of all five components. There are 
different techniques that are commonly used for documenting the auditor's understanding of the 
internal control structure. These are (FIND): 


e Flowchart - This is a visual depiction of the internal control structure that shows a process 
from beginning to end and indicates which departments or groups of employees are 
responsible for each function, what documents are used and how they are distributed and 
disposed of, and the interaction among departments or groups of employees. This form of 
documentation is particularly helpful in determining if there is adequate segregation of 
duties as well as tracing documents through the system. Flowcharting requires knowledge 
of specialized symbols but does a good job of giving the auditor a sense of the flow and 
sequence of transactions in the client entity. 
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o Testing on the CPA exam has been limited to reading flowcharts and then 
answering conventional questions about strengths and weaknesses in the internal 
control structure, and has never involved their preparation. 

o Historically, exam questions have been written so that the candidate could 
understand flowcharts provided, even if they had no prior knowledge of the 
standard meaning of the various symbols, and we do not suggest using your 
valuable study time in an attempt to learn all the symbols. 


e Internal Control Questionnaire (ICQ) - This is usually in the form of a series of questions 
that can be answered with a simple yes or no. They are usually designed so that a yes 
answer indicates that a control is properly in place (strength) and a no answer indicates a 
potential weakness. An advantage is that it easily identifies potential weaknesses in 
internal control but it is difficult to develop a complete and comprehensive questionnaire 
and it is difficult to obtain an understanding of the flow of the system using it. 

o This is the most structured of the approaches and is the easiest for an 
inexperienced staff member in an audit to utilize. 
o Itis also avery popular area of testing on the CPA exam. 


e Narrative or Memorandum - This form of documentation, often referred to as the 
narrative approach, is in the form of a detailed written description of the internal control 
structure. It generally describes the system in a manner similar to how it is depicted ina 
flowchart but with words rather than symbols. This makes it easier for a user to 
understand the flow of the system and the interrelationships among departments and 
employees that are part of it. It does not clearly indicate whether there is adequate 
segregation of duties, however, and it is often difficult to visualize the flow of 
documentation. 

o This approach can be cumbersome and is not commonly used. 
o Itis tested very infrequently on the CPA exam. 


e Decision table/tree - Parts of an internal control structure may require a client employee 
to choose from several alternative actions depending on the conditions faced, and 
documenting such activities. This may best be accomplished by preparing a decision table 
that lists each possible condition and the actions that will result from each (depicts the 
logic of an operation or process). It uses Yes/No questions and each answer will direct the 
user to the next relevant question. This is, however, a limited tool that cannot effectively 
document the entire structure. 


NO - RMM Î (Sub Approach 


. , , : YES - RMM J (Combined Approach) 
3. Assessing Risk of Material Misstatement (RMM) 
The auditor should perform the risk assessment to identify and assess the risks of material 
misstatement at the financial statement level and at the relevant assertion level for classes of 
transactions, account balances, and disclosures. 


The auditor first assesses risk of material misstatement at the financial statement level by 
evaluating the entity's ability to prepare financial statements that are fairly presented in 
accordance with the applicable financial reporting framework. This will include factors such as the 
auditor's perception of the competency of the entity's accounting personnel; an evaluation of the 
entity's ability to develop estimates and interpret accounting principles; whether the auditor 
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considers management aggressive or believes management is under pressure to achieve difficult 
financial goals; if the industry or the economy has created particular challenges; or if the entity is 
seeking financing or anticipating entering into a substantial transaction. Any of these or a variety 
of other factors may increase the risk that the financial statements, taken as a whole, will be 
materially misstated. 


The auditor may use either a substantive approach, in which substantive procedures are 
emphasized, or a combined approach, in which both tests of controls and substantive procedures 
are used. 
e The auditor needs to 
o Identify the risks. 
o Relate the identified risks to the types of potential misstatements that could occur 
at the relevant assertion level. 
o Consider whether the risks are so significant that they could result in a material 
misstatement of the financial statements. 
o Consider the likelihood (probability) that the identified risks could result in material 
misstatements on the financial statements. 


If the risk assessment is based on an expectation that controls are operating effectively, the 
auditor should test the operating effectiveness of controls (TofC) that have been determined to be 
suitably designed to prevent or detect material misstatements. 
e Intend to Rely? 
The risk assessment may NOT include an expectation that controls operate effectively 
when (Substantive approach): 
o Controls appear inadequate / Ineffective/ weak. 
o Auditor believes that performing extensive substantive procedures is likely to be 
more cost effective than performing tests of controls. (Cost/benefit - inefficient). 


If the controls appear effective, tests of controls will be performed when (Combined approach): 
e The auditor's risk assessment includes an expectation of operating effectiveness of 
controls because the likelihood of material misstatement is lower if the control operates 
effectively (Cost effective) or 
e When substantive procedures alone do not provide sufficient audit evidence. 


Since tests of controls alone are not normally sufficient upon which to base an audit opinion, the 
further audit procedures will be composed of a combination of tests of controls and substantive 
procedures. Thus, the decision to perform tests of controls will be made when the auditor believes 
that a combination of tests of controls and a decreased scope of substantive procedures is likely to 
be more cost effective than performing more extensive substantive procedures. The overall 
approach here, as it relates to controls is to 

e Identify controls that are relevant to specific assertions that are likely to prevent or detect 

material misstatements, and 
e Perform tests of controls to evaluate the effectiveness of those controls. 


The auditor also assesses risk at the financial statement level by identifying those items that may 
have a propensity for misstatement. This may be individual accounts, such as items on the 
balance sheet; classes of transactions, such as items on the income statement; or disclosures, 
including footnotes as well as descriptions and notations on the financial statements themselves. 
Items will represent a greater risk of misstatement for a variety of reasons. It may be due to error 
as a result of: 

e The difficulty of obtaining information needed to accurately record the transaction; or 
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e The complexity of the requirements for accounting for an item. 


An item may be more susceptible to fraud because: 
e Itis avaluable item that might be misappropriated by employees or others; 
e Itis anitem for which it is easy to conceal a misstatement; or 
e Amisstatement to the item has the potential of influencing other actions such as the 
payment of a commission or the earning of a bonus based on performance. 


Once items that are susceptible to misstatement are identified, risk of material misstatement is 
assessed at the relevant assertion level. The fact that an item is likely to be misstated will generally 
affect all of the assertions and the risk should be analyzed accordingly. For example: 


e Foran entity that might have a tendency to overstate results because it is competing in the 
capital markets, sales may be likely to be overstated and the auditor will be concerned 
about: 

o Occurrence, since the entity may record sales that did not occur; 

o Cutoff, since the entity may record sales from the next period in the current period; 

o Accuracy, since the entity may record sales in amounts greater than the actual 
transactions; and 

o Classification, since the entity may wish to characterize the proceeds from the 
issuance of debt or from the sale of assets that do not generate revenues into 
sales. 

o The auditor would not be concerned about completeness, however, since an entity 
wishing to overstate sales would not omit sales. 


e Foran entity that might have a tendency to understate results for the purpose of avoiding 
taxation, sales may be likely to be understated and the auditor will be concerned about: 

o Completeness, since the entity may omit sales; 

o Cutoff, since the entity may postpone the recognition of sales that occurred this 
period until the next period; and 

o Valuation, since sales may be reported at amounts lower than the actual amounts. 

o The auditor would be less concerned about occurrence, since an entity intending to 
understate sales is not likely to report sales that did not occur; and 

o The auditor would be less concerned with classification, since an entity intending to 
understate sales is not likely to include items that are not properly reported as 
sales in that category. 


4. Tests of Controls (Develop an Audit Strategy) 
Develop an audit strategy to either: 


e Perform tests of control to determine if CR is below maximum, reducing RMM below the 
level of IR and allowing for the modification of the nature, timing, and extent of further 
audit procedures (sub tests): or 

e Decide not to perform tests of controls, assessing CR at the maximum level as if the control 
did not exist, and measuring RMM as being equal to IR. 


To test the effectiveness of the design and operation of a control (what is the substance?). The 
auditor must consider how the control was applied, the consistency with which it was applied and 
by whom it was applied. Tests of controls generally consist of 4 types of procedures (RIIO). 

o Testing the Cycles for ARCC’s by doing RIO 
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There are 4 Procedures for testing controls (RIIO). 


Reperformance - The auditor applies the control that the client personnel presumably 
performed to determine if the procedure was performed properly. Reperformance, which 
also includes recalculation, may involve the auditor performing a reconciliation to 
determine if the result is the same as that derived by the entity or may involve re-footing 
an invoice to make certain that amounts have been calculated correctly. 


Inspection - The auditor examines controls, documents and reports that provide 
documentary evidence. For example, the auditor might examine paid invoices to make 
certain they have been properly cancelled to avoid paying the same invoice more than 
once. 


Inquiry - The auditor asks client personnel involved in controls to state how effectively 
certain controls were enforced. For example, the auditor might ask the accounting 
personnel if they handled any cash or signed checks in the course of the year. 


Observation - The auditor watches client personnel performing their regular functions to 
see if they follow the controls that were designed and implemented. For example, the 
auditor might observe the distribution of pay checks to see if appropriate procedures for 
verifying employees are being followed. 


These different types of tests of controls can be very effective in determining if a system 
features appropriate segregation of duties. In general, however, the most effective type of test 
of control is observation. 


Seg 


** (Most Effective) 


Items susceptible to misstatement due to error or fraud are generally identified by applying a 
“What Could Go Wrong” analysis, applied at the assertion level and taking into consideration the 
auditor's understanding of the entity's internal control. For example, the auditor may be 
evaluating the occurrence assertion in relation to sales. The following may result: 


The auditor determines that, since sales personnel are highly incentivized by a liberal 
commission system, they may be motivated to overstate sales reported to the company 
and, as a result, reported by the company. 


The response to the auditor's question: “What could go wrong?” is that sales personnel may 
submit paperwork for sales that did not actually occur. 


The auditor will next try to determine if there are controls that would either prevent the 
recording of sales that did not occur or would cause them to be detected and corrected on 
a timely basis. 
o The controls may be built into the system, which the auditor can determine by 
reviewing the documented understanding. 
o Otherwise, the auditor will inquire as to whether management has considered the 
possibility and developed a separate control, of which the auditor is not yet aware, 
to deal with the issue. 
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If there are not controls to deal with the issue that are either built into the system or have been 
separately developed and implemented, the auditor would likely conclude that a control deficiency 
has been identified. The auditor will evaluate the control deficiency, determining if it is a significant 
deficiency or a material weakness and, if so, make certain to include it in a communication to those 
charged with governance. In addition, however, the auditor will evaluate what further audit 
procedures will provide evidence that recorded sales did actually occur. 


e The auditor will develop an audit program with procedures designed to verify that the 
information reported on the financial statements is correct. 


e To test the assertion of occurrence, the auditor will likely select a sample from the 
population of recorded sales and trace them to supporting documentation to verify that 
they actually occurred. 


If there are controls intended to deal with the issue, the auditor will evaluate the design of the 
controls and make a determination as to whether the design is suitable and if the control is likely 
to be effective. If not, the auditor will not attempt to verify that the control has been implemented 
as it is irrelevant. If, however, the control is expected to be effective, the auditor will perform some 
form of walk through involving observing the control, inspecting documents, or performing 
analytical procedures. 


The auditor will then determine an audit strategy: 


e The auditor may decide Not to Rely on the controls related to a relevant assertion. 
o RMM will be equal to the assertion’s inherent risk under the assumption that there 
are no relevant controls in place. 
o The auditor will develop a program to test the assertion by applying substantive 
audit procedures that the auditor believes will provide sufficient appropriate audit 
evidence. 


e The auditor may decide to Rely on the controls related to the relevant assertion. 
o RMM will be reduced from IR, taking into account the effect of CR being below the 
maximum. 
o The auditor will perform tests of the controls selecting from a population that covers 
the entire period during which the auditor is anticipating that the controls were in 
place. 


If the auditor plans to use audit evidence about the operating effectiveness of controls obtained in 
prior audits and the controls have not changed since they were last tested, the auditor should test 
the operating effectiveness of such controls at least once in every three years. The auditor will 
determine that controls have not changed since they were last tested through the performance of 
risk assessment procedures. 


5. Reassess RMM to Determine DR 


Based on the results of the tests of controls the auditor will determine whether it is necessary to 
modify the scope of substantive procedures. If tests of control reveal that the system operates as 
expected, there will generally be no need to change the scope of planned substantive procedures. 
Conversely, if the system does not operate as effectively as expected, the scope of substantive 
procedures for the relevant assertions involved will increase (thereby decreasing detection risk). 

e DRtells you how much substantive testing to do 

e Must do substantive testing (adjust Audit Program for Substantive tests) 

e AR/(IRxCR)=DR 
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When an auditor decides to rely on controls, tests of controls are performed to determine if the 
controls were working effectively as they were designed for the period under audit. 


If, based on the tests of controls, the auditor concludes that the controls are effective, the nature, 
timing, and extent of further audit procedures in relation to that assertion will be reduced. 


If, however, based on the tests of controls, the auditor cannot conclude that the controls are 
effective, CR will be reset to maximum and the auditor will develop an audit program to test the 
assertion applying substantive audit procedures as if there were no controls related to the 
assertion and as if no test of controls had been performed. 


Since the most expensive and inefficient alternative is to perform tests of controls, only to 
determine that the controls are not reliable, the auditor will do a cost/benefit analysis before 
deciding to perform tests of controls. In performing the analysis: 
e The auditor will estimate the cost of performing a substantive audit without performing 
tests of controls. 
e The auditor will estimate the cost of performing tests of controls. 
e The auditor also estimate the cost of the reduced substantive testing that will be 
performed if the controls prove to be reliable. 
e Finally, the auditor will estimate the likelihood that the controls to be tested are likely to be 
effective. 


The auditor will then: 

e Add the cost of performing tests of controls to the cost of reduced substantive testing and 
multiply the total by the probability that the controls will be effective. 

e Add the cost of performing tests of controls to the cost of the unreduced substantive 
testing and multiply the total by the probability that controls will not be reliable, which is 
100% minus the probability used previously. 

e The total of those two amounts will be compared to the cost of performing substantive 
tests exclusively. 


The lower of the two amounts will determine the strategy to be taken. 


Tests of controls alone are not normally considered sufficient evidence upon which to base an 
audit opinion. As a result, even when tests of controls prove that controls can be relied upon, 
further audit procedures may be reduced but will not be eliminated. In many cases, the auditor will 
use dual purpose testing, which consists of tests that are designed to test the effectiveness of 
controls while providing evidence as to the fairness or correctness of an element of the financial 
statements by supporting one of management's assertions. 

e When the results are satisfactory, the auditor will conclude that the control may be relied 
upon and the evidence obtained is sufficient to support the assertion, eliminating the need 
for further testing. 

e When the results are not satisfactory, the auditor will conclude that the control may not be 
relied upon and will determine the nature, timing, and extent of further audit procedures 
that will be necessary to support the assertion. 
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6. Document Conclusions and Develop or Revise Audit Programs 


The auditor is required to communicate significant deficiencies and material weaknesses to 
management and those charged with governance. The basis for risk assessment must always be 
documented. The auditor needs to document: 
e The assessment of the risks of material misstatement at the financial statement and 
relevant assertion levels; 
e The basis for that assessment; 
e Significant risks identified and related controls evaluated; and 
e Risks identified that require tests of controls to obtain sufficient audit evidence and the 
related controls evaluated. 


The auditor will document the procedures performed and the conclusions reached such that others 
will understand what procedures were performed, what items were tested and how they were 
selected, the evidence gathered, and the conclusions drawn. 


In addition, the auditor will develop audit programs to indicate the further audit procedures that 
the auditor believes are necessary and appropriate in order to draw a conclusion related to a 
management assertion. 
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Lecture 3.06 - Operating Cycles: Revenue Cycle 


Operating Cycles & the Flow of Transactions - Overview 


An auditor divides the audit down into different cycles that make up the flow of transactions for 
the entire company. All related accounts within each cycle are audited together. Within each cycle, 
the auditor is concerned with what each specific employee does, the documents they handle and 
how each document relates to the segregation of ARCC’S (Authorization, Recording, Custody and 
Comparison). Controls have a function of either Preventing misstatements before they occur 
(most effective) or Detecting and Correcting misstatements that have already occurred (less 
expensive to implement, but could detect too late). 


In obtaining an understanding of an entity's internal control, the auditor will identify the different 
types of transactions or events that occur on an ongoing basis and that affect the entity's 
operations or its financial position. The auditor will then obtain an understanding of various 
components and in particular: 


e Initiation (Start) - The auditor should determine what event or circumstance initiates a 
transaction. Sales transactions, for example, may be initiated when the entity's sales force 
make calls to their regular customers or when customers call in orders as they identify 
their needs. 


e Authorization - Before an entity will commit resources to meet its obligations in a 
transaction or to respond to an event or circumstance, it will want to determine that the 
counterparty to the transaction is a legitimate party with the intent and ability to perform 
or that the event or circumstance is real. 


e Completion or execution - The entity should have policies and procedures to make certain 
that its obligations in transactions and its responses to recurring events and circumstances 
are being performed in accordance with management's directives. This will include the 
flow of documents, services, goods, and other resources throughout the system. 


e Recording - The entity should have a system for making certain that all transactions, 
events, or circumstances that affect operations or financial position are properly captured 
and reflected in the entity's financial records. 


e Verifications (Evaluate Defenses) - Each system should have checks and balances to make 
certain that each function within the system is performed properly and in the appropriate 
sequence. This may involve policies such as those requiring the shipping department to 
compare a customer's purchase order with an internal sales order and to a list of goods 
transferred from stores before shipping the goods. It may also involve accounting for the 
sequence of pre-numbered documents, checking for authoritative signatures, or 
periodically reconciling recorded amounts to physical assets. These verifications may 
occur throughout a system. 


It should be easy to remember that a good system of internal control is SACRED to a business. 


When the auditor obtains an understanding of each of the systems applied to recurring 
transactions, often referred to as cycles, the auditor is concerned with what each specific employee 
does, the documents they handle, and whether there is appropriate segregation of duties. The 
duties to be segregated are the authorization of transactions, the recording of those transactions, 
custody of the resources that are associated with that transaction, and comparison or 
reconciliation of the recorded amounts to the physical resources (ARCC). 
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Some controls are considered preventative, designed to minimize the possibility that 
misstatements will occur. Although a preventative approach has the tendency to be the most 
effective, it is not always feasible to develop controls that will be effective at preventing a 
misstatement, particularly one that results from fraud, and in many cases, the cost of developing 
an effective preventative control will exceed the benefit that can be derived from it. Other controls 
are designed to be corrective in that they are designed to identify misstatements that may occur 
due to errors or fraud and establish a means of correcting them on a timely basis. These, of 
course, have their limitations in that they may not be effective for a fraudulent misstatement that 
is cleverly concealed and may identify a misstatement after a negative impact has already 
occurred. 


When evaluating the system for a particular cycle, the focus will be on the accounts balances or 
classes of transactions that are affected. The revenue cycle will generally result in a debit to cash or 
accounts receivable and a credit to sales, while the purchasing cycle will result in a debit to 
purchases in a periodic system, or to inventory in a perpetual system, and a credit to accounts 
payable. For the account affected, the auditor will evaluate whether or not a step or process within 
the system supports one or more of management's assertions. 


e Arequirement that each recorded sale be supported by an order signed by a customer 
supports management's assertion of occurrence in that having a signed purchase order 
provides evidence that a sale did occur. 


e Apolicy that the accounting clerk notify a supervisor whenever an internally generated 
sales order is presented out of sequence supports the assertion of completeness in that 
tracing all sales orders to the accounting records will provide evidence that all sales 
transactions have been recorded. 


Revenue Cycle (Sales Revenue / Accounts Receivable / Cash Receipts) 


The revenue cycle of a business consists of sales, billings, and collections. In order to properly 
segregate the incompatible functions of authorization, recording, and custody, the activities may 
include specific employees with each of the following duties. This list should be reviewed simply 
to make sure you are comfortable with the meaning of each job title: 

e Sales clerk - Accepts orders from customers and prepares written sales orders using 
internal prenumbered, preprinted forms (PPN) (recording). 

e Credit manager - Approves customer credit on orders (authorization). 

e Warehouse clerk - Holds goods in inventory awaiting requests for shipment (custody). 

e Shipping clerk - Removes items from inventory to ship to customer (custody). 

e Billing clerk - Prepares sales invoices to send to customers (recording). 

e Receivables clerk - Posts sales and collections to individual customer accounts based on 
sales invoices and remittance advices, respectively (recording). 

e General ledger bookkeeper - Posts journal entries for sales and collections (recording). 

e Mail room clerk/receptionist - Opens mail containing customer checks (or cash) and 
remittance advices, prepares a prelist of checks, referred to as a remittance listing, and 
directs these items to appropriate parties within the system (custody). 

e Cashier - Receives checks, prepares deposit slip, and deposits funds at the bank (custody). 

e Cash receipts clerk - Receives remittance listing and posts to cash receipts journal 
(recording). 

e Receiving clerk - Receives all goods that are being returned and returns them to inventory 
(custody). 

e Treasurer - Approves credit memos for returns and write-offs of uncollectible accounts 
(authorization). 
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e Controller/Internal Audit - Bank reconciliations and analyses of past-due accounts 
receivable should be performed by individuals independent of cash receipts and 
disbursements (comparison). 


Asystem may not necessarily include all of the above employees, and sometimes a function may 
be performed by another employee or one of the above employees identified by a different title. 
For example, all of the clerks involved in recording may simply be called bookkeepers. Also, the 
system will include periodic reconciliations, such as reconciling the bank account, that may be 
performed by virtually any employee who is not involved in the preparation of either of the two 
types of records being compared and does not have custody of resources being compared to 
recorded amounts. . A key aspect of segregation of duties is that an employee who is responsible 
for one of the three functions (authorization, recording, custody) should not be involved in either 
of the other two. 


Some of the documents and records that are commonly seen in the revenue cycle include the 
following. This list, like that of individuals within the system, is being presented simply to ensure 
that you will be familiar with the purpose of each when mentioned on the exam: 

e Sales order - The list of goods ordered by the customer along with the prices to be 
charged. Even if a customer has submitted their own purchase order, a sales order will be 
prepared, since these are prenumbered and make it possible to periodically account for 
orders to be sure they were processed. 

e Bill of lading - The shipping document that is signed by the carrier, often a trucker, 
accepting goods from the shipping clerk. 

e Sales invoice - The bill that is prepared and sent to the customer after shipment to 
request payment. Before doing so, the billing clerk should compare the sales order and bill 
of lading to ensure they are in agreement. 

e Sales register (journal) - A book in which sales invoice information is posted. Cash 
register records provide similar information for retail outlets and other cash businesses. 

e Subsidiary receivables ledger - A book that lists the outstanding receivables with a 
separate record for each customer. 

e Remittance advice - The document included in an envelope with the check or other form 
of payment to indicate the purpose of the check. 

e Remittance listing - A summary of the money received that day. This may be called a 
prelist in some cases, and is prepared by the employee first receiving the cash, which is 
usually the mail room clerk. 

e Cash receipts journal - A book in which the remittance listings are posted. 

e Deposit slip - The document signed or stamped by the bank to acknowledge receipt of 
checks and that is periodically reconciled to postings into the cash receipts journal by an 
independent employee. 

e Bank Reconciliation - Comparison of the cash balance according to the entity's books to 
the amount indicated by the bank that it is holding on behalf of the entity (book to 
physical). 


The purpose of most other documents and records can be determined by seeing the context in 
which they are being used on the exam. 


Ultimately, the reason an auditor cares about the internal control structure is that it relates to 
whether the financial statement assertions are correct and therefore may be relied upon. The 
assertions are discussed in detail in another section, but some specific applications of these 
assertions are frequently tested in discussing the revenue cycle. Examples related to each 
assertion follow (U-PERCV): 
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Understandability & Classification - Transactions and events have been recorded in the 
proper accounts and information is presented and described clearly. 


Presentation & Disclosure - Management asserts that all sales to employees have been 

properly identified in the statements and notes as related party transactions. The auditor 
may review sales invoices for specific sales to employees and then trace these invoices to 

the general ledger entry to see if they are posted to the "due from employees" account. 


Existence or Occurrence (Vouching) - Management asserts that all sales that have been 
recorded actually have taken place (be sure not to confuse this with the previous 
assertion). The auditor may select a sales invoice and vouch from the sales invoice to the 
bill of lading in order to ensure that items billed to customers were based on actual 
shipments. 


Rights & Obligations - Management asserts the right to collect receivables. An auditor 
can vouch from postings in the subsidiary receivables ledger for a specific client back to the 
sales order, bill of lading, and sales invoice, in order to establish that the goods were 
ordered, shipped, and billed, giving the company the right to collect. 


Completeness (Tracing) & Cutoff - Management asserts that it has recorded all sales that 
have taken place. The auditor may select a bill of lading and then trace from the bill of 
lading to the sales invoice in order to ensure that all shipped goods have been billed to 
customers. 


Valuation, Allocation & Accuracy - Management asserts that receivables are likely to be 
collected. The auditor can test the process of credit approval before shipment in order to 
determine that the company is only shipping to customers likely to pay. 


Another way to look at the assertions: 


As indicated, the auditor's understanding of the system of internal control is to determine if the 
financial statement assertions are correct and may be relied upon. In relation to sales for events 
and transactions (CPA-CO): 


Completeness - All sales that occurred were recorded. The auditor will evaluate whether 
prenumbered sales order forms are being used and if the sequence of forms is being 
accounted for in which case a gap in the sequence may indicate an unrecorded 
transaction. 


Period Cutoff - All transactions are recorded in the appropriate period. The auditor will 
determine if there is a process for identifying when goods were shipped, in the case of 
goods sold with fob shipping terms, or received, in the case of goods sold with FOB 
destination terms, and if the accounting department has a process for making certain that 
sales are reported in the appropriate period. 


Accuracy - All transactions are recorded in the appropriate amount. The auditor will 
determine if the recording of sales involves comparing the quantities on customer order 
forms to internally prepared sales order forms and to goods shipped as well as whether 
there is a process for checking the mathematical accuracy of documents. 


Classification (Sorted) - Amounts reported as sales include only sales of the entity's goods 
or services in the ordinary course of business and do not include proceeds from 
transactions that should not appropriately be reported as sales. The auditor will evaluate 
whether there is a means of preventing transactions that are not with a customer and are 
not accompanied by appropriate sales forms from being included in sales. 
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e Occurrence - Each recorded sale actually occurred. The auditor will evaluate whether 
those responsible for recording are required to have some form of verification, such as a 
sales order signed by the customer, to indicate that a sale actually occurred as a 
prerequisite for its being recorded. 


In relation to accounts receivable balances (RACE): 


e Rights and obligations - All amounts reported as accounts receivable are owed to the 
entity. The auditor will want to make certain that receivables are supported by sales 
orders and shipping documents indicating that the entity has met its performance 
obligations and is entitled to the payment. 


e Allocation and Valuation - The amounts reported represent the amounts that the entity is 
actually owed. The auditor will evaluate this in the same manner as accuracy for sales. 


e Completeness - All receivables are included in the amount reported. The auditor will 
evaluate this in the same manner as completeness for sales. 


e Existence - All reported accounts receivable are actual claims that resulted from sales. The 
auditor will evaluate this in the same manner as occurrence for sales. 


In obtaining an understanding, the auditor should consider activities that may occur outside of the 
entity. For example, the company may direct customers to send payments directly to a bank 
lockbox instead of to the company itself, thereby eliminating access to cash and checks by any of 
the employees in the revenue cycle. This obviously strengthens the internal control over cash 
receipts. 


Segregation of Duties in the Revenue Cycle 


For proper segregation of duties, authorization of transactions, the recording function, and 
custody of assets should be kept separate. 


e The functions of authorizing sales on account and authorizing credits to accounts 
receivable that may result from sales discounts, sales returns, sales allowances, or write 
offs, should be segregated. 


e The function of authorizing sales, recording accounts receivable, and having custody of 
inventory should be segregated. 


e The functions of the cashier who has custody of the cash, the recording of cash receipts, 
and preparing the bank reconciliation (comparison) should be segregated. In businesses 
that handle large amounts of cash during the normal course of operations, obtaining 
bonds (insurance and background searches) for employees who handle cash is a common 
practice. Employee knowledge that bonding companies often prosecute those accused of 
dishonest acts can act as an effective deterrent to theft and fraud. 


e Employees responsible for authorizing sales approval, issuance of credit memos and bad 
debt write-offs should be denied access to cash. 
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Lecture 3.08 - Operating Cycles: Personnel & Payroll 


The personnel cycle of a business normally is segregated between different departments: 


Personnel - This is the authorization department that is responsible for hiring of new 
employees, approval of changes in pay rates, and termination of employees. 


Payroll - This is the recording department that performs the calculation of payroll 
amounts. They will examine and then update records based on authorization forms for 
hiring, firing, and pay rates received from personnel, and will calculate payroll based on 
time sheets and other reports approved by appropriate supervisors in the various 
operational departments of the company. They update pay records and prepare vouchers 
for the amount of payment. They may also be involved in the preparation of pay checks as 
long as they do not have the ability to sign them and do not receive custody of signed but 
unclaimed pay checks that have not been voided. 


Treasurer - This is the custody department that is responsible for the signing and 
distribution of pay checks to employees, and unclaimed paychecks should always be 
retained within this same department until they are either distributed or voided. If 
payment of wages is in cash, employees should be required to sign a receipt for the 
amount received. 


Controller - Comparison - Bank Reconciliation. 


Personnel Payroll Treasurer Controller 
(Authorize) (Recording) (Custody) (Comparison) 
Hire Calculate Pay Signs and distributes | Bank Reconciliation 
checks 
Fire Custody of cash 
Salary Rates 


Key Documents 


The key documents generated in this cycle include: 


Personnel records; 

Hiring and deduction authorization forms (W-4); 
Time cards; 

Payroll register; 

Paychecks; 

Payroll cost allocation; and 

Bank reconciliations. 


Description of the Personnel & Payroll Cycle 


Personnel Department (HR)—The personnel department is involved with the personnel 
records and all the hiring forms, including the deduction forms for payroll deductions. 
The personnel department approves changes in pay rates and deductions from employee 
salaries. The personnel department is also involved in the termination process. It is 
essential that the personnel department promptly sends employees’ termination notices to 
the payroll department. 


Employee—The employee prepares a time card, and submits it to the supervisor for 
authorization. The time card is then sent to the payroll department. 
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e Payroll Department—The payroll department examines authorization forms from the 
personnel department for new employees and adds the employees’ names to the payroll 
processing program. The payroll department promptly updates the records for changes in 
deductions, pay rates, and terminations. The payroll department enters all the time card 
and wage rate information into the payroll register. Payroll checks are prepared by the 
payroll department and submitted to the treasurer for signature. The payroll department 
also prepares a payroll cost allocation based on the time card information. The payroll 
cost allocation is used to distribute payroll costs over the various accounts affected. 


e Treasurer—The treasurer receives the checks from the payroll department and signs 
them. The treasurer is responsible for distribution of paychecks. Unclaimed paychecks 
should remain in the custody of the treasurer. Unclaimed checks should not be returned 
to the payroll department. 


e Controller—As an overall verification of custody controls over cash, the controller should 
prepare monthly bank reconciliations to verify that there were no errors made in 
recording receipts in the cash receipts journal. 


Segregation of Duties in the Personnel & Payroll Cycle 


For proper segregation of duties, authorization of transactions, the recording function, and 
custody of assets should be kept separate. 
e The functions of authorizing the hiring of personnel, payroll processing (recording) and 
distributing payroll checks (custody) should be segregated. 
e The functions of authorizing payroll rate changes and payroll processing (recording) should 
be segregated. 
e Payroll checks should be prepared by the payroll department and signed by the treasurer, 
segregating recording and custody. 


Service Organizations 


Many companies use various types of service bureaus to assist them with the processing of routine 
transactions. Certain transactions, like payroll, may require a particular expertise and can often be 
processed more efficiently by an entity that specializes in that type of transaction. One of the most 
common types of service bureaus processes the payroll of various customer entities. 


When an entity uses one of these service bureaus, also referred to as service organizations, AU-C 
section 402, Audit Considerations Relating to an Entity Using a Service Organization, provides 
guidance as to the impact on an audit. It defines a service organization as “an organization or 
segment of an organization that provides services to user entities that are relevant to those user 
entities’ internal control over financial reporting.” 


The objective of the “user auditor” (the auditor of the client using the services of the service 
organization), are to obtain an understanding of the nature and significance of the services 
provided, and evaluate their effect on the user entity's internal control in order to assess the risks 
of material misstatement, and to design and perform audit procedures responsive to those risks. 


Since the auditor is not in a position to examine the activities of such an outside organization, they 
will often need to rely on reports of the auditor of the service organization itself, referred to as the 
service auditor. The latter will usually issue a report on the internal control structure that the 
former may consider in assessing the internal control structure of the client. The report on 
internal control structure by the service organization's auditor will describe the services of the 
organization that are covered by the report and a description of the auditor's procedures. This will 
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enable the auditor of one of the service organization's customers to understand the overall impact 
of the service organization's work on the internal control structure of the customer. Before relying 
on such a report, the auditor should be satisfied as to the competence and independence of the 
service auditor, and the adequacy of the standards under which the report was issued. 


The report of the service organization's auditor will assist the customer's auditor in gaining an 
understanding of the internal control structure of the customer, to the extent it depends on the 
service organization's work. This will not, however, be considered a basis for determining the 
effectiveness of the customer's internal control structure, so the use of the report is not a division 
of responsibility. As a result, there must be no reference to the auditor of the service organization 
in the audit report on the financial statements of the customer. 


Transactions processed by service organization (payroll processing) (AU-C 402/AT-C 320) 
e TofC in place at client. 
e TofC in place at service organization by another auditor. 
o Report on whether controls have been implemented and controls operating 
effectiveness. 
e Get report from the other Auditor (service auditor). 
o Expresses an opinion on management's assertions regarding: 
= Management's description of the service organization's system fairly 
presents the system that was designed and implemented during the 
period. 
= The controls related to the control objectives stated in management's 
description were suitably designed and operated effectively during the 
period. 
o The report also includes a description of the tests of controls and the results of 
those tests that were performed by the service auditor. 
Description of the Scope and nature of procedures performed. 
ID party specifying objectives. 
ID purpose of engagement. 
o ID parties Intended use. 
e A service auditor should inquire of management about subsequent events. 


O'O -Q 


As part of obtaining an understanding of the internal controls of a client using a service 
organization, the auditor should obtain an understanding as to how the client uses the service 
organization. The understanding will include: 

e The nature of the services provided; 

e The significance of the services to the user entity; 

e The effect on the user entity's internal control; 

e The nature and materiality of transactions that are processed by the service organization; 

e Interaction between the activities of the user entity and of the service organization; 

e The nature of the relationship between the entities; and 

e Contractual terms for activities performed by the service organization. 


The auditor will also evaluate the internal controls established by the user entity to administer the 
relationship with the service organization. The entity may, for example, have controls to verify the 
accuracy of the output of the service organization. The auditor will use the understanding of the 
nature and significance of the services provided by the service organization, along with the entity's 
related controls, to identify and assess risks of material misstatement that may result. 
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In some cases, the auditor will be unable to obtain a sufficient understanding of the nature and 
significance of the relationship with a service organization using the resources available through 
the user entity. In such cases, the auditor will obtain a sufficient understanding by performing one 
or more of the following: 

e Obtaining and reading a type 1 or type 2 report, if available; 

e Obtain information from contact with the service organization, through the user entity; 

e Apply procedures directly to the operations of the service organization; or 

e Use the work of another auditor applying procedures designed to obtain the necessary 

information. 


There are two reports that the auditor of a service organization may issue: 


e Atype 1 report is a report on management's description of the service organization's 
system of controls and the suitability of the design of the controls. It consists of: 
o Management's description of the system; 
o Management's written assertion that, in all material respects, based on appropriate 
criteria, 
= The description of the system fairly presents the system that was designed 
and implemented as of a specified date and 
= Controls related to objectives stated in management's description were 
suitably designed to achieve those objectives; and 
o Areport from the auditor of the service organization, referred to as the service 
auditor, expressing an opinion in relation to management's written assertions. 


e Atype 2 report is a report on management's description of the service organization's 
system of controls and the suitability of the design of and the operating effectiveness of 
the controls. It consists of: 

o Management's description of the system; 
o Management's written assertion that, in all material respects, based on appropriate 
criteria, 
= The description of the system fairly presents the system that was designed 
and implemented as of a specified date, 
= Controls related to objectives stated in management's description were 
suitably designed to achieve those objectives, and 
= The controls related to the specified objectives were operating effectively 
throughout the specified period; and 
o Areport from the auditor of the service organization, referred to as the service 
auditor, expressing an opinion in relation to management's written assertions and 
describing the tests of controls performed and the results of those tests. 


To rely upon a type 1 or type 2 report, the auditor should: 

e Determine that the date of a type 1 report, or the period covered by a type 2 report is 
appropriate for the auditor's needs; 

e Evaluate whether the evidence provided by the report is appropriate and sufficient for the 
purpose of obtaining an understanding of the user's internal control; and 

e Determine if the user entity has developed controls that are complementary to those of 
the service organization that address risks of material misstatement relating to relevant 
assertions in the user's financial statements. 


When the auditor of the user entity intends to rely on the controls at the service organization, they 
must be subjected to tests of controls, which may be accomplished by: 
e Obtaining and reading a type 2 report; 
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e Applying tests of controls at the service organization; or 
e Using another auditor to perform tests of control at the service organization. 


If the auditor's test of controls consists of obtaining and reading a type 2 report, the auditor will 
evaluate the report to determine: 

e Whether it is for an appropriate period; 

e Whether there are complementary controls at the user entity identified by the service 
organization as addressing risks of material misstatement and, if so, determining if those 
controls have been designed and implemented and applying tests of controls to them; 

e If the time period covered by tests of controls is adequate and evaluating the length of 
time since testing; and 

e Whether tests of controls performed by the service auditor provide sufficient appropriate 
audit evidence to support the user auditor's risk assessment. 
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Lecture 3.09 - Operating Cycles: Investing, Financing, 
Production & Conversion 


Investing & Financing cycle 


The investing and financing cycle deals with transactions involving acquisition and disposal of 
assets other than inventory and transactions with creditors and shareholders. Lately the exam has 
done significant testing on Derivatives in the TBS section of the Audit exam. Substantive testing for 
derivatives will be covered in more detail in the audit evidence section. 


Since there are typically very few transactions in these areas in a typical year for a client, an auditor 
will often find it most efficient to ignore the internal control structure and simply test the few 
transactions that took place. In this case, the auditor will: 
e Not test the controls; 
e Assess risk of material misstatement at the same level as inherent risk, assuming that 
control risk is at the maximum level, generally resulting in a high RMM; and 
e Reduce detection risk by performing extensive substantive tests. 


In those less frequent cases where a large number of transactions have occurred, the auditor may 
find it more efficient to rely on the internal control structure rather than test the numerous 
transactions that took place. In this case, the auditor will: 

e Test the controls to determine their effectiveness; 

e Reduce the risk of material misstatement based on the results of the tests of controls; and 

e Accept higher detection risk by performing only limited substantive tests. 


As with the other cycles, the auditor is concerned with the relationship of the internal control 
procedures to the management assertions on the financial statements. Examples of controls that 
support the assertions with regard to investments include (PERCV): 

e Presentation & Disclosure - The controller determines that securities are classified in the 
records correctly as trading securities, available-for-sale securities, or held-to-maturity 
securities, based on management decisions as to the intent of holding them. 

e Existence or Occurrence - The treasurer vouches the agreement of broker advices on 
purchases with cancelled checks. 

e Rights & Obligations - Securities on hand are examined by senior management to ensure 
that they are registered in the name of the company. 

e Completeness & Cutoff - The internal auditor makes a list of securities in bank safe 
deposit boxes and compares them with the securities listed in the records. 

e Valuation, Allocation & Accuracy - The controller compares current market prices with 
the listed values of securities. 


Applying the RACE mnemonic for account balances: 

e Rights and obligations - Management examines investment securities to verify that they 
are registered in the name of the entity or confirms such with custodians of the 
investments. 

e Allocation and Valuation - The recorded values of investments are periodically compared 
to current market prices. 

e Completeness - The investments on hand and held by custodians are periodically 
reconciled to their recorded amounts. 

e Existence - The entity maintains physical custody of investments in a secure physical 
location or they are maintained in the custody of a trustee, which can be confirmed. 
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The procedures will typically be applied by management or other employees at a very high level, 
reflecting the extremely large value and great danger of fraud in connection with marketable 
securities. Requiring two officers to be involved in access is common. In fact, it is generally best to 
have an independent trustee maintain possession of securities so that they are safeguarded from 
all misappropriation by company employees. 


AU-C 501 presents guidance on auditing Derivative instruments, hedging activities, and 
investments in both debt and equity securities. Applicable accounting standards are in the FASB 
Codification, Topic 815, Derivatives and Hedging. 


Inherent risk associated with investments, particularly marketable securities, is generally high, 
largely due to the fact that their value is readily determinable and they are frequently easily 
transferrable. 


Inherent Risk Assessment (IR): Factors affecting inherent risk in this area include: 
e Management's investment objectives 
e Complexity of the security or derivative instrument 
e Whether the transaction giving rise to the security involved cash 
e The entities with the security or derivative in question 
e Whether the derivative is stand-alone or an embedded feature of a separate agreement 
e External factors affecting management's assertions such as credit, market and legal risks 
e Evolving GAAP with respect to derivatives and investments 
e Reliance on outside parties 
e Assumptions about future conditions 


Internal controls reduce control risk such that, regardless of a high inherent risk, risk of material 
misstatement can be reduced. When internal controls in relation to investments are expected to 
reduce control risk below the maximum, reducing the risk of material misstatement, specific 
controls are associated with management assertions and tests of controls are performed to gather 
evidential matter regarding their operating effectiveness. 


Control Risk Assessment (CR): Identify specific controls applicable to assertions and gather 
evidential matter regarding their operating effectiveness (tests of controls). Examples of controls 
include: 

e Monitoring of investment activities and reporting by independent control staff; 

e Senior management approval of transactions; 

e Accurate risk measurement systems for investments and derivatives; 

e Regular reconciliations to control account balances; 

e Definitions and regular reviews of limits and constraints on investment activities; and 

e Regular reviews of controls by senior management or some independent body. 

o As CRt (increases) the auditor's acceptable level of DR| (decreases), which means 
the auditor will perform MORE ¢ Substantive Testing. 


Substantive Procedures (discussed in more detail in Audit Evidence) 

Since derivatives are required to be reported at fair value, the auditor is required to evaluate 
whether the fair values of investments in derivatives have been determined appropriately, using 
an acceptable valuation method. Substantive procedures in the area of investments in Derivatives 
should be designed to test management's assertions with regard to (PERCV): 


e Presentation & Disclosure - This will involve reading disclosures to make certain they are 
in compliance with GAAP; determining if securities have been pledged as collateral for 
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indebtedness through inquiries and inspection of documents; and determining that 
investments are appropriately classified through inquiries of management. 


e Existence - This may involve the inspection of securities on hand; confirmations with 
brokers or other third parties either holding securities or who may be counter-parties; 
reviewing documents; and, when appropriate, inspecting documentation of settlement or 
realization. 


e Rights & Obligations - This may involve the review of documents and confirmations with 
counterparties. 


e Completeness - This may involve review of minutes of the board of directors or others 
responsible for governance; tests of subsequent transactions for evidence of realization or 
settlement; confirmations with counterparties, financial institutions, brokers, and others; 
and evaluating beginning amounts for disposition of inclusion in ending amounts. 


e Valuation: 

o For valuation based on cost: 
= Inspection of documentation 
= Confirmation 

o For valuation based on financial results of investee: 
= Obtaining audit evidence supporting investee’s results 
= Reading available financial statements of investee 

o For valuation based on fair value: 
= Obtaining quoted market prices on exchanges when available 
= Obtaining quoted market prices from broker-dealers for unlisted securities 
= Obtaining estimates, including those using models like Black-Scholes 


An entity uses derivatives as hedges to protect itself against various risks that may be inherent in 
the assets or liabilities they hold, in anticipated transactions, or other aspects of their business. 
The purpose of the hedge is to shift the risk to a counterparty. For example: 


e Anentity with a fixed rate receivable may be concerned that fluctuations in interest rates 
will affect its fair value. They might enter into an interest rate swap in which they will pay 
out interest at a fixed rate, to offset the interest received, and receive interest from the 
counterparty at a variable rate. 

o Asaresult, they will always be paying the market rate of interest and changes in 
the fair value of the note will be offset by changes in the fair value of the derivative 
used as a hedge. 

o This would be considered a fair value hedge. 


e Anentity with a variable rate receivable may be concerned about the uncertainty of future 
cash inflows due to fluctuations in the interest rate. They might enter into an interest rate 
swap in which they will pay out interest at a variable rate, to offset the interest received, 
and receive interest from the counterparty at a fixed rate. 

o Asaresult, regardless of changes in the market interest rate, the entity will receive 
a steady and predictable stream of interest cash inflows. 
o This would be considered a cash flow hedge. 


A cash flow hedge may also be used to transfer risk associated with a forecasted transaction. A 
company planning to purchase goods or services from a foreign supplier may enter into a forward 
exchange contract to make certain that a change in the foreign currency exchange rates does not 
adversely affect the cash flows associated with the transaction. 
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In order to apply hedge accounting to a derivative instrument, at the inception management must 
designate the derivative as a hedge; formally document the hedging relationship, the entity's risk 
management strategy for using the hedge, and the method of assessing its effectiveness; and have 
the expectation that the hedge will be highly effective. The auditor should gather evidence that 
management has met these requirements. In addition: 


e For fair value hedges, the auditor should obtain evidence to support the recorded change 
in the hedged item that is attributable to the hedged risk. 


e For a cash flow hedge of a forecasted transaction, the auditor should obtain evidence that 
supports management's determination that the forecasted transaction will probably occur. 
Support may include evidence: 

o Regarding the frequency of similar past transactions. 

o Supporting the entity's ability to execute the transaction. 

o Indicating the loss that might result if the transaction does not occur. 

o Supporting the likelihood that substantially different transactions might be used to 
achieve the same business purpose. 


Most testing related to Property, plant, and equipment transactions concerns itself with the 
different types of controls that reduce the risk of misstatement. In a good internal control 
structure, the internal audit staff will periodically inspect physical assets. This cycle includes 
acquisitions, disposals and depreciation expense. Among the objectives are: 
e Verifying the existence of recorded assets by Vouching from records to the physical 
assets. This can assist in identifying unrecorded disposals. 
e Verifying the completeness of acquisitions by Tracing from the physical assets to the 
records. This can assist in identifying unrecorded acquisitions. 


A common problem involves the recording of equipment purchases in expense accounts, 
especially for repairs and maintenance. Besides the tracing of physical assets to records 
mentioned above, the internal audit staff may also examine the relevant accounts and compare 
them with budgeted amounts, since large variances may indicate the expensing of costs that 
should have been capitalized. 


Production & Conversion Cycle 


The production and conversion cycle deals with manufacturing operations. Most of the controls 
are similar to those in the purchasing and spending cycle, since inventory may be involved in both 
cycles, the difference being whether they were manufactured or purchased. Acquisition of, and 
accounting for, raw materials purchased in a manufacturing process would be similar to 
merchandise inventory in a nonmanufacturing entity. 


Examples of controls related to the management assertions for manufactured inventory include: 


e Presentation & Disclosure - Direct labor charged to individual time tickets is compared to 
the total direct labor charged to work-in-process, in order to ensure direct labor costs have 
not been charged to manufacturing overhead. 


e Existence or Occurrence - Perpetual inventory records are compared with goods on 
hand. 


e Completeness & Cutoff - Forms used for material requisitions are prenumbered and 
periodically accounted for. 
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e Valuation, Allocation & Accuracy - Subsidiary records are periodically reconciled to 
inventory control accounts. 


Using the mnemonic RACE for account balances: 


e Rights and obligations - Terms of notes, lines of credit, and other debt instruments are 
evaluated to determine if inventories have been pledged as collateral. 


e Allocation and Valuation - Allocations of salaries and wages to inventory are reviewed to 
make certain appropriate amounts are included. 


e Completeness - Forms used for the acquisition of raw materials and other items are 
prenumbered and all numbers are accounted for. 


e Existence - Perpetual inventory records are regularly reconciled to goods in inventory to 
make certain that recorded amounts are still on hand. 


As with the purchasing and spending cycle, the objectives within the production and conversion 
cycle include properly recording and executing transactions. In addition, an especially difficult 
objective of internal control with respect to manufacturing processes is maintaining proper 
custody as raw materials become work-in-process and then finished goods. In contrast, inventory 
in a merchandising company normally only goes from the receiving department to inventory when 
acquired and then from inventory to the shipping department when sold. 


©Roger CPA Review Page 3-43 


Internal Control Section 3 


Lecture 3.11 - Documentation of Internal Control 
Structure 


An auditor is required to document the understanding of a client's internal control. There is no 
specific means of documentation required and the auditor may select any method, or combination 
of methods, that best suits the needs of the auditor in being able to apply the understanding to 
result in an audit that is both efficient and effective. 


Internal Control Questionnaire (ICQ) Yes (strength) / No (weakness) questions covering all 
control activities: 


One common form of documentation is the internal control questionnaire (ICQ). A 
questionnaire always phrases questions in a form that requires a yes or no answer for each 
question, with a yes answer indicating the presence of a potentially useful control, and ano 
response indicating a weakness. This is consistent with the emphasis of the auditor on finding 
strengths in the system to rely on. 


A well-designed questionnaire will include questions related to each of the different types of 
control activities (from the PRAISE mnemonic) that may be utilized in an internal control 
structure. There is no perfect questionnaire that can be memorized for the exam, but the 
following list includes questions that can be adapted to individual TBS types of questions (these 
questions should be made more precise by referring to documents and personnel that are used in 
the specific department that is being tested). For each of the six activities, two potential questions 
are provided, since recommended solutions usually have contained around 12 questions spread 
over all the activities (PRAISE): 
e Physical controls - Is proper security maintained over valuable department assets? Are 
there adequate safeguards over unused documents? 
e Recording - Are transactions documented as to all relevant terms and descriptions? Are 
documents prenumbered and periodically accounted for? 
e Authorization - Are transactions authorized by personnel at least one level above the 
request level? Are the third parties involved in transactions approved in advance? 
e Independent checks - Are documents compared to verify their agreement before 
transactions are executed? Are records periodically reconciled to related documents? 
e Segregation of duties - Is the principal function of the department (Authorization, 
Recording, or Custody) independent of each of the other two functions? 
e Evaluate performance - Are there written department policies and procedures? Are 
unusual or uncompleted transactions periodically investigated? 
e Segregation of duties - Are the principal functions of each process, authorization, 
recording, custody, and comparison (ARCC) independent of one another? 
o Authorization - Are transactions authorized by personnel at least one level above 
the request level? 
o Recording - Are transactions documented as to all relevant terms and 
descriptions? Are documents prenumbered and periodically accounted for? 
o Custody of assets - Is custody limited to those with a need to have access? Are 
those with access subjected to bonding or appropriate background checks? 
o Comparison - Are physical assets periodically reconciled to recorded amounts? 
Are normal activities, such as bank deposits, subject to comparisons of recorded 
amounts to support documents, such as comparing daily deposits to remittance 
listings or reconciling amounts in cash registers? 
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Normally, it is possible to identify at least one document, record, or asset to fit each 
question. Thus, a questionnaire involving the production cycle might ask, "Is proper security 
maintained over work-in-process inventories?" One involving the payroll cycle might ask, "Is 
proper security maintained over signature plates?" 
e To prepare ICQ/Narrative 
o What cycle are you in? 
o Key controls (ARCCS). 
o For each document. 
= PPN? (Preprinted, pre-numbered, numerical sequence). 
= Information on the document? 
= Send copies to whom? 


Among the biggest challenges of using an ICQ is the preparation of the questionnaire itself. In 
order to be effective, the auditor must understand the nature of the cycle being evaluated well 
enough to be able to include a question about every control that should be included in the system 
in order for internal controls to be effective. If the auditor neglects to include a question about a 
control that may be considered necessary to support one of management's assertions, there will 
not be a “no” answer to indicate to the auditor that there is a control deficiency. 


The preparation of an ICQ involves the application of a systematic process that begins with 
identifying the system that is being evaluated. The auditor then determines what account 
balances or classes of transactions are affected by that system. Sales and accounts receivable are 
affected by the revenue cycle, for example, while inventory and accounts payable is affected by the 
purchases cycle. 


Once the auditor has identified which account balances and classes of transactions are affected by 
the cycle being evaluated, the auditor should next determine where in the cycle (SACRED) there 
should be controls for each of the assertions relevant to that account balance or class of 
transaction. In the sales or revenue cycle, for example, evidence that a transaction occurred will 
primarily be created during the initiation (Start) of a transaction. 
e The auditor will determine what evidence would indicate that a recorded transaction 
actually occurred, which may be a sales order from the customer. 
e The auditor will then devise a question that will indicate that such evidence is obtained in 
the initiation of a sales transaction. 


It should be kept in mind that there may be evidence regarding one or more assertions in several 
of the phases of the cycle. In addition, there are many ways in which evidence may be created and 
obtained. As a result, questions must be made general enough to accommodate the client’s 
system, since the questionnaire is developed before the auditor knows the client's system, yet 
specific enough to make certain that there are, in fact, controls that are designed to prevent errors 
or fraud, or to detect and correct them on a timely basis. 


In order for a questionnaire to be effective, the auditor will also have to anticipate the forms that 
the client should use, how many copies of each form will be needed, and how those copies should 
be distributed. Without this information, a question with a yes or no answer is unlikely to provide 
the auditor with information about forms that are used and their disposition, an essential element 
of internal control. The auditor also needs to determine what information should be on each form 
so that appropriate questions can be formulated. 


The auditor will also have to design the questionnaire to identify any circumstances where there is 
not appropriate segregation of duties. This may require the auditor to anticipate what individual, 
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or what department, within the client's organization should have responsibility for each 
component so that a question with a yes or no answer can be developed. 


Flowcharts and Narratives are other potentially effective forms of internal control 
documentation. Both perform essentially the same function in that both a flowchart and a 
narrative generally describe each step in a cycle in sequence; identifies the party or department 
responsible for performing the procedure; indicates what forms enter the cycle, such as a 
customer's purchase order, or are created in the cycle, such as a material requisition form, how 
many copies are created, and how those copies are distributed; and most other aspects of the 
cycle. While the narrative uses a written description, however, the flowchart uses a diagram to 
describe the same process. 


An advantage of the narrative is that it is easy to understand and often provides users a 
clearer view of the flow of a system and the interaction among the participants than other 
forms of documentation. Disadvantages, however, are that it is often difficult to identify 
whether responsibilities are properly segregated and it may be difficult to trace the flow of 
documents. 

An advantage of flowcharts is that it is immediately clear whether there is appropriate 
segregation of duties and the flow of documents can be readily seen. A disadvantage is 
that, since most flowcharts are organized by department, the flow of a transaction may not 
be readily determinable. 


Candidates are often asked to identify strengths or weaknesses in internal control based on a 
narrative or a flowchart. These questions are best handled by the following process: 


Examine each symbol in the flowchart or each sentence in the narrative. 

Determine if the symbol or sentence represents a control activity (PIPS). 

Identify the assertion that the control activity relates to (CPA-CO or RACE). 

Evaluate whether the control activity is likely to be effective in providing assurance that an 
error or fraud will not cause a misrepresentation related to the assertion if the control 
activity is operating effectively. 

Based on which of the components of the cycle is affected (ARCC), ascertain that it is not 
being performed in the same department or by the same party performing an 
incompatible function. 
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SYMBOL DESCRIPTION SYMBOL DESCRIPTION 
Manual Operation Manual Input 
(Prepare, compare or (keyboard) 
match) 
Computer Operation Input or Output 
or (general ledger) 
Process (Print P.O) 
Document (Invoice, Magnetic Tape 
p.o., error listing) (Master payroll data 
eee cae file) 


On Page Connector 
(to connect toa 
different location on 
the page without 
drawing a connecting 
line) 


A decision - (granting 
credit, If, then, else) 


Off Page Connector 
(from Customer) 


Off-line storage (file 
by name, date, order 
number) 


Magnetic disc 
storage (customer 
credit file) 


Kao ga 


On-line storage (disc, 
drum) 
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Lecture 3.12 - Documentation of Internal Control 
Structure - Class Questions - TBS 


Task-Based Simulation 1 
_— 
the Uniorm EB LI | := |? ae 
CPA Examination 


An auditor's working papers include the narrative description below of the cash receipts and billing 
portions of Southwest Medical Center's internal control. 


Southwest is a healthcare provider that is owned by a partnership of five physicians. It employs 11 
physicians, including the five owners, 20 nurses, five laboratory and X-ray technicians, and four 
clerical workers. The clerical workers perform such tasks as reception, correspondence, cash 
receipts, billing, accounts receivable, bank deposits, and appointment scheduling. These clerical 
workers are referred to in the narrative as “office manager.,” “clerk #1,” “clerk #2,” and “clerk #3.” 
Assume that the narrative is a complete description of the system. 


NARRATIVE 
About two-thirds of Southwest's patients receive medical services only after insurance coverage is 
verified by the office manager and communicated to the clerks. Most of the other patients pay for 
services by cash or check when services are rendered, although the office manager extends credit 
on a case-by-case basis to about 5% of the patients. 


When services are rendered, the attending physician prepares a pre-numbered service slip for 
each patient and gives the slip to clerk #1 for pricing. Clerk #1 completes the slip and gives the 
completed slip to clerk #2 and a copy to the patient. 


Using the information on the completed slip, clerk #2 performs one of the following three 
procedures for each patient: 
e Clerk #2 files an insurance claim and records a receivable from the insurance company if 
the office manager has verified the patient's coverage, or 
e Clerk #2 posts a receivable from the patient on clerk #2's PC if the office manager has 
approved the patient's credit, or 
e Clerk #2 receives cash or a check from the patient as the patient leaves the medical center, 
and clerk #2 records the cash receipt. 


At the end of each day, clerk #2 prepares a revenue summary. 


Clerk #1 performs correspondence functions and opens the incoming mail. Clerk #1 gives checks 
from insurance companies and patients to clerk #2 for deposit. Clerk #2 posts the receipt of 
patients’ checks on clerk #2's PC patient receivable records and insurance companies’ checks to the 
receivables from the applicable insurance companies. Clerk #1 gives mail requiring 
correspondence to clerk #3. 


Clerk #2 stamps all checks “for deposit only” and each day prepares a list of checks and cash to be 
deposited in the bank. (this list also includes the cash and checks personally given to clerk #2 by 
patients.) Clerk #2 keeps a copy of the deposit list and gives the original to clerk #3. 
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Clerk #3 personally makes the daily bank deposit and maintains a file of the daily bank deposits. 
Clerk #3 also performs appointment scheduling for all of the doctors and various correspondence 
functions. Clerk #3 also maintains a list of patients whose insurance coverage the office manager 
has verified. 


When insurance claims or patient receivables are not settled within 60 days, clerk #2 notifies the 
office manager. The office manager personally inspects the details of each instance of 
nonpayment. The office manager converts insurance claims that have been rejected by insurance 
companies into patient receivables. Clerk #2 records these patient receivables on clerk #2’s PC 
and deletes these receivable from the applicable insurance companies. Clerk #2 deletes the 
patient receivables that appear to be uncollectible from clerk #2’s PC when authorized by the office 
manager. Clerk #2 prepares a list of patients with uncollectible balances and gives a copy of the 
list to clerk #3, who will not allow these patients to make appointments for future services. 


Once a month an outside accountant posts clerk #2's daily revenue summaries to the general 
ledger, prepares a monthly trial balance and monthly financial statements, accounts for the pre- 
numbered service slips, files payroll forms and tax returns, and reconciles the monthly bank 
statements to the general ledger. This accountant reports directly to the physician who is the 
managing partner. 


All four clerical employees perform their tasks on PCs that are connected through a local area 
network. Each PC is accessible with a password that is known only to the individual employee and 
the managing partner. Southwest uses a standard software package that was acquired from a 
software company and that cannot be modified by Southwest's employees. None of the clerical 
employees have access to Southwest's check writing capabilities. 


Items to be answered: 


A. Using only the information in the narrative, describe the strengths in Southwest's internal 
control that an auditor most likely could consider in assessing control risk below the maximum 
level. 


B. Using only the information in the narrative, describe the weaknesses in Southwest's 
internal control that could permit material misstatements to occur in the financial statements. In 
addition, for each weakness, identify one internal control activity that most likely could help correct 
that weakness. 


Use the following format for requirement B: 


Weaknesses Internal control activities 
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Task-Based Simulation Solution 1 


The strengths can be described by using the sentence or phrase in the narrative. The weaknesses 
will generally relate to something that is not being done that should be or to a lack of segregation 
of duties. For each weakness, a control activity that could correct the weakness should be 
identified. 


1. Some of the strengths in internal control that could be considered in assessing control risk 
below the maximum level include: 


Patients receive medical services only after insurance coverage is verified by the office 
manager and communicated to the clerks. 


The physician rendering services completes a pre-numbered medical slip that is used for 
recording revenue and is given to the patient as a receipt. 


Clerk #2 gives a list of patients with uncollectible balances to clerk #3 to prevent them from 
making appointments for future services. 


An outside accountant who is independent from the revenue generating and revenue 
reporting functions accounts for the pre-numbered service slips on a monthly basis. 


A bank reconciliation is prepared monthly by an outside accountant who is independent 
from the revenue generating and revenue reporting functions. 


Only the individual employees and the managing partner know computer passwords. 
The employees cannot modify computer software. 


None of the employees who are involved in the revenue generating and revenue recording 
functions have access to check writing capabilities. 


2. Some of the weaknesses in internal control that could result in material misstatements in the 
financial statements, along with control activities that could correct the weaknesses, include: 


The office manager does not have strict guidelines as to procedures to be performed or 
limits to be used when granting credit. 


Objective credit limits should be established and a formal credit check should be 
performed before credit is extended. 


The office manager both approves the extension of credit and approves the write-off of 
uncollectible patient receivables. 


The approval of credit and the write-off of uncollectible amounts should be separated with 
write-offs approved by one of the partners. 


There is no independent verification of clerk #1's pricing procedures. 


Another employee, such as clerk #3, should be assigned the responsibility of verifying clerk 
#1's pricing procedures. 


Clerk #2 performs many incompatible functions including: 
o Receiving cash and checks directly from patients 
o Receiving checks from patients and insurance companies through the mail 


Preparing the daily revenue summary 


O 


o Preparing the daily bank deposit 
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o Maintaining the accounts receivable records with the ability to add or delete 
information without proper authorization 


o Notifying the office manager when insurance claims and patient receivables are not 
settled within 60 days 


o Preparing a list of patients with uncollectible balances 


e Someone who does not receive cash or checks should prepare the daily revenue summary 
and the daily deposit. 


e Checks received through the mail should be stamped by clerk #1 who opens the mail with 
the remittance advices, copies of the checks, or a list of the checks given to clerk #2. 


e Someone who does not have access to cash and checks should perform recording 
accounts receivable and deleting uncollectible accounts. 


e The office manager should be notified when insurance claims and patient receivables are 
not settled within 60 days by someone who does not maintain accounts receivable records. 


e Someone who does not maintain accounts receivable records should prepare the list of 
patients with uncollectible balances. 


e Uncollectible patient receivables are not determined on the basis of established objective 
criteria. 


e Objective criteria should be established for the write-off of uncollectible patient 
receivables. 


e There is no follow-up in the form of phone calls, letters, or collections agencies in relation 
to uncollectible accounts. 


e Procedures, including the use of phone calls, letters, or collections agencies, should be 
used to follow up on uncollectible patient receivables. 


e Anaged trial balance of patient receivables is not prepared and reconciled to the general 
ledger. 


e An aged trial balance of patient receivables should be prepared by someone other than 
clerk #2 and reviewed by one of the partners. 


e Rejected insurance claims are automatically converted to patient receivables 


e Rejected insurance claims should be reviewed by one of the partners and follow-up 
procedures should be implemented to determine why the claims were rejected. 


e There is no investigation of insurance claims that are not settled within 60 days. 


e Insurance claims that have not been settled within 60 days should be reviewed by one of 
the partners and follow-up procedures should be implemented to determine why the 
claims have not be settled. 
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Task-Based Simulation 2 


The Uniform 
CPA Examination 


eo 


1_— 


2— P) SUBMIT 
3a e TESTLET 


You are working for Roger S.P. CPAs. The following partially completed flowchart depicts part of 
Asher Inc., your client's revenue cycle. Some of the flowchart symbols are labeled to indicate 
controls and records. For each symbol numbered 1 through 13, select one response from all the 
answer lists below. Each response in the lists may be selected once or not at all. 


Items to be answered: 


Operations and controls 
A. Enter shipping data 


B. Verify agreement of sales order and shipping 


document 
C. Write off accounts receivable 


D. To warehouse and shipping department 
E. Authorize account receivable write-off 


F. Prepare aged trial balance 

G. To sales department 

H. Release goods for shipment 

|. To accounts receivable department 
J. Enter price data 

K. Determine that customer exists 


L. Match customer purchase order with sales order 


M. Perform customer credit check 
N. Prepare sales journal 
O. Prepare sales invoice 


Documents, journals, ledgers, and files 
P. Shipping document 

Q. General ledger master file 
R. General journal 

S. Master price file 

T. Sales journal 

U. Sales invoice 

V. Cash receipts journal 

W. Uncollectible accounts file 
X. Shipping file 

Y. Aged trial balance 

Z. Open order file 
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WAREHOUSE 
COMPUTER & 
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Receivable 


Credit 


Task-Based Simulation Solution 2 


1. M 


The inputs to the #1 include the customer credit file and customer data and the 


output includes the sales order. It would be logical that the customer's credit 
would be checked before the sales order would be completed and all information 
necessary to do so is available - Perform customer credit check 


Sales orders are prepared just before the symbol for #2 and using #2 as an input, 


open orders are retrieved. It would be logical that the sales orders would be stored 
in an open order file and that the file would be used for retrieving open orders - 
Open order file 
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3. 


10. 


11. 


12. 


13. 


L 


The customer purchase order and copies of the sales order are inputs and outputs 
for #3. It seems logical that the purchase order would be matched to the sales 
order in this step - match customer purchase order with sales order 


The inputs to #4 include the shipping documents and the sales order. It would be 
logical that the sales order and the shipping document would be compared to 
verify that they agree -Verify agreement of sales order and shipping document 


Once the shipping documents and sales order have been compared to verify 
agreement, the goods can be shipped -Release goods for shipment 


The accounts receivable master file, the shipping file, and #6 are inputs toa 
process that involves entering price data. In order to do so, the master price file 
must be input, making it #6 - Master price file 


Inputs to #7 include the accounts receivable master file, the shipping file, and the 
master price file. The process includes retrieving shipping data, entering price 
data, and preparing a sales transaction file. Since goods have already been 
shipped by this time, it would be appropriate to prepare a sales invoice so that the 
customer can be billed - Prepare sales invoice 


Since the sales invoice is being prepared in step #7, the sales invoice must be an 
output from the process - Sales invoice 


In addition to sending a copy of the sales invoice to the customer, it must be sent 
to the accounts receivable department so that it can be entered as a receivable on 
the customer's record - To accounts receivable department 


The inventory master file, the sales transaction file, and #10 are inputs to a process 
that involves updating the master files, preparing a general ledger transaction 
summary, preparing the accounts receivable ledger, and preparing an aged trial 
balance. The general ledger transaction summary could not be prepared without 
the general ledger master file as an input -General ledger master file 


With the sales transaction file as an input to the process, it would make sense that 
the sales journal would be prepared - prepare sales journal 


Since the sales journal is being prepared as part of the process leading to #12, the 
sales journal must be an output. The sales journal would be forwarded to 
accounting - Sales journal 


Since the process leading to #13 includes preparing an aged trial balance, the aged 
trial balance must be an output. The aged trial balance would be forwarded to 
customer credit - Aged trial balance 
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Task-Based Simulation 3 
, 1 — 
Theunitorm ERE m=? amr 
CPA Examination 


The flowchart below depicts the activities relating to the purchasing, receiving, and accounts 
payable departments of Lottie Company, Inc. 


Based only on the flowchart, describe the internal control procedures (strengths) that most likely 
would provide reasonable assurance those specific internal control objectives for the financial 
statement assertions regarding purchases and accounts payable will be achieved. Do not describe 
weaknesses in the internal control. 


PURCHASING RECEIVING ACCOUNTS PAYABLE 
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The best way to approach this question is to follow the flowchart in order, beginning with the 
purchasing department, followed by receiving, and accounts payable. Determine what is occurring 
at each step and describe it unless it is either irrelevant or inappropriate. If you are not certain 
whether or not a step is appropriate, include a description of it. 


Purchasing 
e Proper authorization for purchase requisitions is required from the department head. 


e Requisitions are checked against budget limits before preparation of a purchase order. 


e The adequacy of each vendor's past record is verified. 


Receiving 
e The receiving department uses a purchase order without quantities requiring that an 
actual count be made. 


e A secure facility is used to limit access to goods during the receiving activity. 
e The department head of the requisitioning department verifies the quantity and quality of 


goods received. 


Accounts Payable 


e Requisitions, purchase orders, and receiving reports are matched against invoices as to 
quantities, prices, and mathematical accuracy. 


e The voucher register is reconciled to control accounts on a monthly basis. 


e All supporting documentation is required before invoice is sent to treasurer for payment. 


General 


e The purchasing, receiving, and accounts payable functions are segregated. 
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Task-Based Simulation 4 
1 — 
The unio E Ul eas] amr 
CPA Examination 


Background: 


Darren, CPA, is auditing the financial statements of Menter, Inc. for the year ended January 31, 
20X5. Darren has compiled a list of possible errors and irregularities that may result in the 
misstatement of Menter Inc. financial statements, and a corresponding list of internal control 
procedures that, if properly designed and implemented, could assist Menter Inc. in preventing or 
detecting the errors and irregularities. 


Required: 


For each possible error and irregularity numbered 1 through 15, select one internal control 
procedure from the answer list that, if properly designed and implemented, most likely could 
assist Menter Inc. in preventing or detecting the errors and irregularities. Each response in the list 
of internal control procedures may be selected once, more than once, or not at all. 


Possible Errors and Irregularities 
Invoices for goods sold are posted to incorrect customer accounts. 
Goods ordered by customers are shipped, but are not billed to anyone. 
Invoices are sent for shipped goods, but are not recorded in the sales journal. 


Invoices are sent for shipped goods and are recorded in the sales journal, but are not posted 
to any customer account. 


R OW N g 


Credit sales are made to individuals with unsatisfactory credit ratings. 
Goods are removed from inventory for unauthorized orders. 
Goods shipped to customers do not agree with goods ordered by customers. 


Invoices are sent to allies in a fraudulent scheme and sales are recorded for fictitious 
transactions. 


9. Customers’ checks are received for less than the customers’ full account balances, but the 
customers’ full account balances are credited. 


10. Customers’ checks are misappropriated before being forwarded to the cashier for deposit. 
11. Customers’ checks are credited to incorrect customer accounts. 


oN OW 


12. Different customer accounts are each credited for the same cash receipt. 


13. Customers’ checks are properly credited to customer accounts and are properly deposited, 
but errors are made in recording receipts in the cash receipts journal. 


14. Customers’ checks are misappropriated after being forwarded to the cashier for deposit. 
15. Invalid transactions granting credit for sales returns are recorded. 
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Items to be answered: 


ee a oe 


anao 


Internal Control Procedures 


Shipping clerks compare goods received from the warehouse with the details on the shipping 
documents. 


Approved sales orders are required for goods to be released from the warehouse. 
Monthly statements are mailed to all customers with outstanding balances. 
Shipping clerks compare goods received from the warehouse with approved sales orders. 


Customer orders are compared with the inventory master file to determine whether items 
ordered are in stock. 


Daily sales summaries are compared with control totals of invoices. 

Shipping documents are compared with sales invoices when goods are shipped. 
Sales invoices are compared with the master price file. 

Customer orders are compared with an approved customer list. 

Sales orders are prepared for each customer order. 


Control amounts posted to the accounts receivable ledger are compared with control totals 
of invoices. 


Sales invoices are compared with shipping documents and approved customer orders before 
invoices are mailed. 


Pre-numbered credit memos are used for granting credit for goods returned. 
Goods returned for credit are approved by the supervisor of the sales department. 


Remittance advices are separated from the checks in the mailroom and forwarded to the 
accounting department. 


Total amounts posted to the accounts receivable ledger from remittance advices are com- 
pared with the validated bank deposit slip. 


The cashier examines each check for proper endorsement. 
Validated deposit slips are compared with the cashier's daily cash summaries. 
An employee, other than the bookkeeper, periodically prepares a bank reconciliation. 


Sales returns are approved by the same employee who issues receiving reports evidencing 
actual return of goods. 
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1. C 


10. C 


11. C 


With monthly statements mailed to all customers with outstanding balances, an 
incorrect posting of an invoice to a customer's account is likely to be noticed by the 
customer and brought to the appropriate party's attention. 


By starting with the population of shipping documents and comparing them to 
sales invoices when goods are shipped, any good shipped that are not billed will 
result in shipping documents that will not be able to be matched to an invoice. 


To determine if all sales invoices are recorded in the sales journal, the auditor can 
check for missing numbers if the sales invoices are prenumbered or can work from 
a population of all sales invoices and trace them to the sales journal. In addition, 
the auditor can compare a summary of daily sales to the amount recorded for that 
day in the sales journal to determine if there are unrecorded invoices. 


By comparing control totals of invoices to amounts posted to the accounts 
receivable ledger, it can be ascertained that all invoices are posted to someone's 
account. 


To avoid making sales to individuals with unsatisfactory credit ratings, the company 
can require that all credit sales be to customers who have already been approved 
and are listed on an approved list or require authorization from an appropriate 
party with credit granting authority. 


Removal of goods from inventory for unauthorized orders can be prevented if the 
custodian of goods in the warehouse is not allowed to release the goods without 
an approved sales order. 


Shipping nonconforming goods to customers can be avoided if shipping clerks are 
required to compare goods that are about to be shipped to the customer's sales 
order. 


Recording of invoices for fictitious transactions can be detected by tracing recorded 
transactions from the sales journal to the underlying shipping documents to make 
certain that the invoices represent goods that were actually shipped. 


By comparing total amounts posted to the accounts receivable ledger to validated 
bank deposit slips, the auditor can determine that amounts posted to the accounts 
were actually deposited and did not represent amounts greater than what was 
actually received. 


If customers’ checks are misappropriated before being forwarded to the cashier for 
deposit, they will not be entered as reductions to the customers’ accounts. Asa 
result, when monthly statements are mailed to the customers, they will detect the 
fact that their balance is overstated. 


If customers’ checks are credited to incorrect customers’ accounts, those making 
the payment will notice that their balance is overstated when they receive the 
monthly statements mailed to all customers with outstanding balances. 
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12. P If different customer accounts are each credited for the same cash receipt, the total 
credits posted to the accounts receivable ledger will exceed the amount deposited 
which can be detected by comparing the total amount posted to the validated 
deposit slip. 


13. S If errors are made in recording receipts in the cash receipts journal, the bank 
account will not reconcile. These errors can be detected if someone other than the 
person making the errors reconciles the bank account. 


14. P If customers’ checks are misappropriated after being forwarded to the cashier for 
deposit, the amount deposited will be lower than the amount credited to the 
customers’ accounts and can be detected by comparing the two amounts. 


15. N Granting credit for invalid sales returns can be avoided if the supervisor of the sales 
department approves all returns of goods for credit. 


Task-Based Simulation 5 


l aes LL = 


CPA Examination 


P SUBMIT 
e TESTLET 


Guillermo, CPA, has been engaged to audit the financial statements of Cecilia Computer Outlets, 
Inc., anew client. Cecilia is a privately owned chain of retail stores that sells a variety of computer 
software and video products. Cecilia uses an in-house payroll department at its corporate 
headquarters to compute payroll data, and to prepare and distribute payroll checks to its 300 
salaried employees. Guillermo is preparing an internal control questionnaire to assist in obtaining 
an understanding of Cecilia's internal control and in assessing risk of material misstatement. 


Background: 


Required: 


Prepare a “Payroll” segment of Guillermo’s internal control questionnaire that would assist in 
obtaining an understanding of Cecilia’s internal control and in assessing risk of material 
misstatement. 


Do not prepare questions relating to cash payrolls, computer applications, payments based on 
hourly rates, piecework, commissions, employee benefits (pensions, health care, vacations, etc.), or 
payroll tax accruals other than withholdings. 


Use the format in the following example: 


Question Yes No 
Are paychecks prenumbered and 
accounted for? 
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15. 


Payroll 
Internal Control Questionnaire 


Question Yes No 


Are paychecks prenumbered and accounted for? 
Are discretionary payroll deductions and withholdings authorized in writing by employees? 


Are the employees who perform each of the following payroll 


Functions independent of the other five functions? 
o Personnel and approval of payroll changes 
o Preparation of payroll data 
o Approval of payroll 
o Singing of paychecks 
o Distribution of paychecks 


o Reconciliation of payroll account 


Are changes in standard data on which payroll is based (hires, separations, salary changes, 
promotions, deduction and withholding changes, etc.) promptly input to the system to 
process payroll? 


Is gross pay determined by using authorized salary rates and time and attendance records? 


Is there a suitable chart of accounts and/or established guidelines for determining salary 
account distribution and for recording payroll withholding liabilities? 


Are clerical operations in payroll preparation verified? 

Is payroll preparation and recording reviewed by supervisors or internal audit personnel? 
Are payrolls approved by a responsible official before payroll checks are distributed? 

Are payrolls disbursed through an imprest account? 

Is the payroll bank account reconciled monthly to the general ledger? 

Are payroll bank reconciliations properly approved and differences promptly followed up? 
Is the custody and follow-up of unclaimed salary checks assigned to a responsible official? 


Are differences reported by employees followed up on a timely basis by persons not involved 
in payroll preparation? 


Are there procedures (e.g. tickler files) to assure proper and timely payment of withholdings 
to appropriate bodies and to file required information returns? 
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The Uniform | :=|? ad 
CPA Examination 


Bowie, CPA, has obtained an understanding of his audit client's internal controls and is in the 
process of documenting the understanding. In addition to overviews of how the system works and 
its various control activities, Bowie wants to be certain of complying with documentation 
requirements under GAAS. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
the requirements for documenting the understanding of an audit client’s internal controls 
relevant to reliable financial reporting? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation 7 
1_— 
The Uniform EH 2— P SUBMIT 
4 CPA Examination | LL — ° TESTLET 


Good, Better, & Best, CPAs, has audited the financial statements of A Very Fine Co and, in the 
process identified several significant deficiencies in internal control. There are a couple of issues 
that may be difficult to explain and they are wondering by what date they are required to provide 
the written communication regarding internal control related matters. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
when the written communication is required? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation 8 
1 — 
The Uniform | =|? sour 
CPA Examination 


Robertson, CPA, has performed an examination of a client's internal control for the purpose of 
issuing a report on internal control. Robertson is requesting certain written representations from 
management and is concerned about overlooking something important. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
what written representations Robertson should request in relation to a report on internal 
control? 


2. Enter the exact section and paragraph with helpful information. 
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Task-Based Simulation 9 


The Uniform 
CPA Examination 


a) =|? 


Ben Diemma, CPA, is performing an audit of internal control over financial reporting that is 
integrated with an audit of the financial statements of a publicly-held client. Ben is trying to 
determine which controls should be tested. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
which controls should be tested in an audit of internal controls that is integrated with an audit 


of financial statements? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation Solution 6 


AU-C 


315 


33 


Task-Based Simulation Solution 7 


AU-C 


265 


13 


Task-Based Simulation Solution 8 


AU-C 


940 


.57 


Task-Based Simulation Solution 9 


PCAOB 


AS 2201 


Par .39 
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Lecture 3.13 - Internal Control Reports & 


Communications, F/S Audit 


Auditors have a responsibility to communicate with management and those charged with their 
clients’ governance regarding certain internal control matters. Those responsibilities vary, 
depending on the nature of the engagement. 


Under GAAS 


o 1-An auditor of nonissuers is required to communicate identified weaknesses in 


internal control. 


o 2-An auditor may be engaged to perform an examination of internal control as of 
a specified date or for a period of time (Integrated audit). 
= Such an engagement may only be accepted when integrated with an audit 
of the entity's financial statements. 
= As a result of such an engagement, the auditor issues a report on the 
effectiveness of the entity's internal control. 


Under PCAOB 


o 3-An auditor of issuers is required to report on management's assertion regarding 
the effectiveness of internal control as of a specified date. 


GAAS I/C Reports 


PCAOB 


1. Financial Statement Audit 


2. GAAS Engagement 
(Integrated audit) 


3. PCAOB Audit 


GAAS (AU-C 265) 


GAAS (AU-C 940) 
“Audited in accordance with 
GAAS” 


PCAOB AS 2201 
“Audited in accordance with 
standards of the PCAOB” 


Controls — Rely on 


All Controls 


All Controls 


No Opinion —> Disclaimer 


Opinion > 
Mgt maintained effective I/C 
over financial reporting 


Opinion > 
Mgt maintained effective I/C 
over financial reporting 


Letter of Recommendation (LOR) 


- Purpose of audit = opinion on financial 
statements but not on Internal Controls 


Inherent limitations that I/C may 
not prevent/ detect and correct 
misstatements 

Projection subject to risks 


Inherent limitations that I/C 
may not prevent/ detect 
misstatements 

Projection subject to risks 


- Definition of significant deficiency & 
material weakness 


- Identify significant deficiency & Material 
Weaknesses 


- Limited use statement (No general public 
viewing - giving it to management. 

Limited because you only looked at 
controls you rely on). 


For General Distribution 


For General Distribution 


Written Comm Req'd to Mgt: govn 
(w/I 60 days) 

Control deficiency: YES** NO 
Significant deficiency: YES YES 
Material weakness: YES YES 
** If auditor thinks it warrants attention 


To Mgt chrgd governan 
(by report release date) 


YES NO (60 days) 
YES YES 
YES YES 


To Mgt To audit comm 
(by report release date) 


YES NO 
YES YES 
YES YES 
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1. Internal Control Reports for a F/S Audit under GAAS (AU-C 265) 


Communicating Internal Control Related matters identified in an Audit of Financial 
Statements (AU-C 265) (In connection with Nonpublic Companies - Nonissuers) 


The auditor obtains an understanding of a client's internal control as part of the understanding of 
the entity and its environment, for the purpose of assessing the risk of material misstatement 
(RMM) of the financial statements and to determine the nature, timing, and extent of further audit 
procedures. During the course of obtaining that understanding, the auditor may become aware of 
deficiencies in internal control. AU-C section 265 requires the auditor to communicate to those 
charged with governance and management deficiencies in internal control that, in the auditor's 
judgment, are sufficiently important to merit their attention. 


“A deficiency in internal control exists (Control deficiency) when the design or operation of a 
control does not allow management or employees, in the normal course of performing their 
assigned functions, to prevent, or detect and correct misstatements on a timely basis.” As 
indicated, a deficiency may be in design or operation. 

e Adeficiency in design occurs when either a needed control has not been put into place, or a 
control that has been put into place is not designed to mitigate the risk it was intended to 
address. 

e Adeficiency in operation occurs when either a well-designed control is not operating as 
designed or the individual responsible for performing the control lacks the authority or 
ability to perform it effectively. 


In addition to deficiencies identified while the auditor is obtaining an understanding of internal 
control, the auditor may identify control deficiencies during risk assessment. When an auditor 
assesses RMM as moderate to high for a management assertion, it implies that either: 
e Inherent risk is high and of a nature that an effective control could not be designed and 
effectively put into operation. 
e Inherent risk is high and of a nature that an effective control could be designed and 
effectively put into operation, but that is not the case due to a deficiency in design or 
operation. 


When an auditor becomes aware of deficiencies in internal control, the auditor will evaluate them 
to determine if they amount to material weaknesses or significant deficiencies. 

e A material weakness is defined as “a deficiency, or combination of deficiencies, in internal 
control, such that there is a reasonable possibility that a material misstatement of the 
entity's financial statements will not be prevented, or detected and corrected, on a timely 
basis.” 

e A significant deficiency is defined as “a deficiency, or combination of deficiencies, in 
internal control that is less severe than a material weakness yet important enough to merit 
attention by those charged with governance.” 


Two factors that the auditor will consider when evaluating a control deficiency to determine if it is 
a significant deficiency or a material weakness, are probability and magnitude. In general, when a 
control deficiency exists, the auditor evaluates the likelihood that it will result in a misstatement to 
the financial statements. The likelihood of a misstatement might be: 

e Remote 

e Reasonably possible 

e Probable 
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In addition, the magnitude of misstatement that might result might be either: 
e Immaterial 
e Material 


Clearly, a deficiency in a control that should prevent, or detect and timely correct, a misstatement 
that would not be material and is only remotely likely to occur would be neither a significant 
deficiency nor a material weakness. A deficiency in a control that should prevent, or detect and 
timely correct, a misstatement that would cause the financial statements, taken as a whole, to be 
materially misstated and is probably going to occur would clearly be a material weakness. 
Evaluation of anything in between is a matter of auditor judgment. 


If an auditor determines that a deficiency, or combination of deficiencies, is not a material 
weakness, the auditor should consider if prudent officials, having the same knowledge of the facts 
and circumstances, would draw the same conclusion. 


Material weaknesses are indicated by: 
e Ineffective oversight by those charged with governance. 
e Restatements of prior years’ financial statements due to material misstatements due to 
error or fraud. 
e Material misstatements that would have not been detected by the company’s internal 
control, but were identified by the auditor. 
e Fraud by senior management, whether material or immaterial. 


Although identifying such deficiencies is not an objective of the audit, the auditor must notify the 
client, management and those charged with Governance (board, audit committee), in writing of 
any significant deficiencies or material weaknesses that come to the auditor's attention. This 
requirement includes significant deficiencies and material weaknesses that were previously 
communicated and have not yet been resolved. The communication is best made by the report 
release date, but should be made no later than 60 days after the report release date. They may 
also be communicated during the audit, if the auditor sees fit. 


The communication of significant deficiencies and material weaknesses is required to be in writing. 
The written communication should: 
e State that the purpose of the audit was to report on the financial statements and not to 
provide assurance on the effectiveness of internal control. 
e Indicate that the auditor is not expressing an opinion on the effectiveness of internal 
control. 
e Include a statement that the auditor's consideration of internal control was not designed to 
identify all significant deficiencies or material weaknesses. 
e Include the definition of material weaknesses and, if applicable, significant deficiencies. 
e Identify which matters noted are considered significant deficiencies and which are material 
weaknesses. 
e State that the communication is intended solely for management, those charged with 
governance, and others within the organization, and is NOT intended for any others 
(Limited Use statement). 


Awritten report indicating that no material weaknesses were identified may be issued; however, a 
written report indicating that no significant deficiencies were identified may not be issued. 


Those charged with Governance is defined as the persons with responsibility for overseeing the 
strategic direction of the entity and obligations related to the accountability of the entity. This may 


©Roger CPA Review Page 3-69 


Section 3 Internal Control 


include the board of directors and audit committee. The internal control report is generally issued 
to Management and those charged with Governance. 


In addition to the written communication to governance, per the clarity standards, the auditor is 
required to provide the following to an appropriate level of management on a timely basis: 

e Awritten communication indicating significant deficiencies and material weaknesses that 
the auditor intends to communicate to the audit committee or those charged with 
governance. 

e Awritten or oral communication indicating other deficiencies in internal control that: 

o Have not been communicated to management by others 
o Are sufficiently important to merit management's attention 


The following is an illustrative of a written communication to management and those charged with 
governance designed to meet the requirements for communicating internal control related 
matters identified in a financial statement audit. 


INTERNAL CONTROL REPORT (F/S Audit) 
To: Management, the Audit Committee and the Board of Directors (Governance) 
(Date: no later than 60 days after the report release date) 


In planning and performing our audit of the financial statements of ABC Company as of and for the year 
ended December 31, 20XX, in accordance with auditing standards generally accepted in the United States of 
America, we considered ABC Company's internal control over financial reporting (internal control) as a basis 
for designing our auditing procedures that are appropriate in the circumstances for the purpose of 
expressing our opinion on the financial statements, but not for the purpose of expressing an opinion on the 
effectiveness of the Company's internal control. Accordingly, we do not express an opinion on the 
effectiveness of the Company's internal control. 


Our consideration of internal control was for the limited purpose described in the preceding paragraph and 
was not designed to identify all deficiencies in internal control that might be significant deficiencies or 
material weaknesses and therefore, significant deficiencies or material weaknesses may exist that were not 
identified. However, as discussed below, we identified certain deficiencies in internal control that we consider 
to be material weaknesses [and other deficiencies that we consider to be significant deficiencies]. 


A deficiency in internal control exists when the design or operation of a control does not allow management 
or employees, in the normal course of performing their assigned functions, to prevent, or detect and correct, 
misstatements on a timely basis. A material weakness is a deficiency, or a combination of deficiencies, in 
internal control, such that there is a reasonable possibility that a material misstatement of the entity's 
financial statements will not be prevented, or detected and corrected, on a timely basis. We consider the 
following deficiencies to be material weaknesses in internal control: 


[Describe the material weaknesses that were identified and an explanation of their potential effects. ] 


[A significant deficiency is a deficiency, or combinations of deficiencies, in internal contro! that is less severe than a 
material weakness, yet important enough to merit attention by those charged with governance. We consider the 
following deficiencies in the Company's internal control to be significant deficiencies.] 


[Describe the significant deficiencies that were identified and an explanation of their potential effects. ] 


This communication is intended solely for the information and use of management, [identify the body or 
individuals charged with governance], others within the organization, and [identify any specified governmental 
authorities to which the auditor is required to report] and is not intended to be, and should not be used by 
anyone other than these specified parties. 


L. Rosenthal, CPA 
Santa Monica, CA 
April 8, 20XX 
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Lecture 3.14 - Internal Control Reports & 
Communications, Attestation Engagement 


2. Audit of Internal Control /ntegrated with Audit of F/S under GAAS 
(AU-C 940) 


AU-C Section 940, An Audit of Internal Control Over Financial Reporting (ICFR) that is Integrated 
with an Audit of Financial Statements, provides guidance to be applied by the auditor of a 
nonissuer when accepting an engagement to report on the entity's internal controls. Whereas an 
auditor of a nonissuer may accept such an engagement but is not required to do so, an audit of an 
issuer under PCAOB standards requires the auditor to perform an integrated engagement and 
report on internal controls. 
e The auditor will normally examine the effectiveness of internal control over financial 
reporting as of the end of the entity's fiscal year. 
o The examination may be as of a different date, which should correspond to the 
date of the balance sheet being audited. 
o The examination may be for the period of time covered by the financial statements 
being audited. 
e Inall cases, the engagement should only be performed for an examination that is 
integrated with an audit of the entity's financial statements, including the use of the same 
measure of materiality. 


The objective of an examination is to form an opinion as to the effectiveness of internal control 
over financial reporting (ICFR). The auditor obtains a written assertion from management as to the 
effectiveness of ICFR. Management's refusal to provide such an assertion is a scope limitation that 
cannot be overcome. 
e The accountant should withdraw from the integrated engagement if allowed to do so by 
law or regulation. 
e If not allowed to do so, the auditor will issue a disclaimer of opinion. 


In an integrated engagement, the auditor is required to obtain sufficient appropriate evidence 
to obtain reasonable assurance as to whether material weaknesses exist as of the date of 
management's assertion. In performing the examination, the auditor uses the same criteria as 
management uses in evaluating the effectiveness of internal control over financial reporting. 
e Internal control over financial reporting cannot be effective if one or more material 
weaknesses exist. 
e A material weakness may exist even though the financial statements are not materially 
misstated. 
e The auditor is not required to search for internal control deficiencies that are not material 
weaknesses. 


An engagement to examine internal control may only be accepted if management agrees to certain 
conditions: 
e Accepting responsibility for the effectiveness of internal control. 
e Evaluating internal control effectiveness using suitable and available criteria. 
e Supporting its assertion about the effectiveness of internal control with sufficient 
appropriate evidence. 
e Providing its assertion regarding the effectiveness of internal control in a report 
accompanying the auditor's report. 
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An integrated audit is planned and performed to meet the objectives of both the audit of the 
entity's financial statements and the examination of the entity's internal control over financial 
reporting. As a result, tests of controls should be designed to provide sufficient appropriate 
evidence to support: 
e The auditor's opinion on the effectiveness of internal control as of the end of the period. 
e The degree to which the auditor has decided to rely on the entity’s internal control to 
reduce the assessed risk of material misstatement. 


The planning of the examination takes into account the auditor's risk assessment, used to identify 
significant accounts and disclosures, as well as relevant assertions. The auditor should also 
evaluate whether controls address risks of fraud, including those identified in the discussion 
among engagement staff held as part of the audit. 
e Asis true in the audit, the auditor pays more attention to those areas representing greater 
risk. 
e Tests of controls would not be performed when a deficiency in a control would not cause a 
material misstatement to be more than remote. 


In both the audit of the financial statements and the examination of internal control, the auditor 
uses a top-down approach: 
e First, the auditor assess risk at the financial statement level. 
o Incorporates use of the auditor's overall understanding of internal control. 
o Concentrates on entity level controls, including controls over: 
= The control environment 
= Management override 
= Company's risk assessment process 
= Monitoring results 
= Assessing business risk 
= Monitoring the activities of the audit committee 
= The period-end financial reporting process. 


e Next, the auditor directs attention to significant accounts and disclosures and their 
relevant assertions. 
o Attention is directed to accounts, disclosures, and assertions that present a greater 
than remote possibility of material misstatement. 
o The understanding of risks in the entity's processes is verified, often through the 
performance of walkthroughs: 
= May include Reperformance or recalculation, inquiry, inspection of 
documents and observation (RIO). 


The auditor identifies potential deficiencies in design or operation. 
e Controls that address risks of material misstatement in each of the relevant assertions is 
selected for testing: 
o The auditor performs tests of the effectiveness of both the design and the 
operation of controls. 
o Testing designed to provide evidence appropriately based for the degree of risk 
represented by a potential deficiency. 


The auditor evaluates the severity of identified deficiencies, which consist of their magnitude and 
their probability: 
e A material weakness has the potential of causing a material misstatement to the financial 
statements. 
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e Amaterial weakness indicates at least a reasonable possibility that controls will not 
prevent the misstatement, nor detect and correct it on a timely basis. 


As a result of the examination, the auditor forms an opinion on the effectiveness of the entity's 
internal control over financial reporting and evaluates management's assertion regarding the 
internal control contained in a report that accompanies the auditor's report. Management's 
report should contain: 

e Acknowledgment of management's responsibility for internal control; 

e Adescription of what was examined, such as controls related to preparing financial 
statements in accordance with GAAP; 

e Identification of the criteria used to evaluate internal control, such as those established by 
the report of the Committed of Sponsoring Organizations of the Treadway Commission 
(COSO) entitled Internal Control - Integrated Framework; 

e Management's assertion regarding the effectiveness of the entity's internal control. 

e Adescription of any material weaknesses; and 

e The date of the assertion. 


The auditor should also obtain written representations from management, some of which will 
repeat items in the report. Representations will indicate: 

e Management's responsibility for internal control; 

e Anindication that management has performed an assessment of the entity's ICFR based 
on a set of criteria that is identified; 

e That management's assessment did not incorporate the results of procedures performed 
by the auditor; 

e Management's assessment of ICFR as of a specified date; 

e Anindication that management has informed the auditor of all deficiencies in ICFR, 
whether deficiencies in design or operation, separately indicating significant deficiencies 
and material weaknesses; 

e Any fraud either resulting in a material misstatement to the financial statements or 
involving senior management, management, or other employees involved in ICFR, even if 
the fraud does not result in a material misstatement to the financial statements; 

e Anindication as to whether significant deficiencies and material weaknesses previously 
identified have been resolved, indicating those that have not; and 

e Anindication as to any changes to ICFR made subsequent to the date being reported on, 
including any corrective action taken by management. 


The auditor forms an opinion on the effectiveness of ICFR through the consideration of various 
factors, including: 
e Tests of controls performed for the examination of ICFR, as well as any additional tests of 
controls performed in relation to the audit of the financial statements. 
e Misstatements detected during the course of the audit of the financial statements. 
e Deficiencies identified. 
e Reports issued by internal auditors. 
e The results of substantive procedures performed in the audit of the financial statements, 
including: 
o The auditor's risk assessment; 
o Findings related to noncompliance with applicable laws and regulations; 
o Related party transactions and complex or unusual transactions; 
o Indications of management bias in the selection of accounting principles or in the 
development of estimates; and 
o The nature and extent of misstatements detected. 
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e Management's report. 


At the conclusion of the engagement, the auditor communicates certain matters to management 
and those charged with governance. The communication includes all material weaknesses and 
significant deficiencies identified by the auditor, including those that may have been identified in a 
previous period but have not yet been corrected. It should be in writing and made by the date on 
which the auditor's report is released. 
e The auditor also issues a written report to management within 60 days of the report 
release date. 
e It includes all deficiencies, including those that are not material weaknesses or significant 
deficiencies. 


The auditor issues a report on internal control that includes certain elements: 

e Atitle that includes the word “independent.” 

e An appropriate addressee. 

e An introductory paragraph containing: 
o The identity of the entity whose ICFR was audited with an indication that ICFR has 

been audited; 

o The date as of which the ICFR was assessed; and 
o The criteria against which it was measured. 


e A section with the subheading “Management's Responsibility for Internal Control Over 
Financial Reporting” that indicates management's responsibilty for: 
o The design, implementation, and maintenance of effective ICFR; 
o Assessing the effectiveness of ICFR; and 
o Providing management's report on ICFR. 


e Asection with the subheading “Auditor's Responsibility’: that indicates: 

o The auditor's responsibility to express an opinion on the entity's ICFR based on the 
audit; 

o That the engagement was conducted in accordance with GAAS, which requires the 
auditor to plan and perform the audit to obtain reasonable assurance about the 
effectiveness of ICFR; 

o Adescription of the audit stating that the auditor performed procedures to obtain 
evidence about the existence of material weaknesses, that the auditor applied 
judgment in determining what procedures to perform; and that the audit included 
obtaining an understanding of ICFR and testing and evaluating its design and 
operation; and 

o An indication that the auditor believes that the examination sufficiently supports 
the opinion. 

e Asection with the subheading “Definition and Inherent Limitations of Internal Control Over 
Financial Reporting” that includes the definition of internal control with an indication of its 
inherent limitations. 

e Asection with the subheading “Opinion” that contains the auditor's opinion. 

e The auditor's signature, the city and state in which the auditor operates, and the date of 
the report. 
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An unmodified report will appear as follows: 


INDEPENDENT AUDITOR'S REPORT (AU-C 940) 


To: Management, the Audit Committee and the Board of Directors 


Report on Internal Control Over Financial Reporting 

We have audited Asher Company's internal control over financial reporting as of December 31, 20XX, based on 
[identify criteria, such as those established in Internal Control—Integrated Framework issued by the Committee of 
Sponsoring Organizations of the Treadway Commission (COSO)]. 


Management's Responsibility for Internal Control Over Financial Reporting 

Asher Company’s management is responsible for designing, implementing, and maintaining (DIM) effective 
internal control over financial reporting, and for its assessment about the effectiveness of internal control over 
financial reporting, included in the accompanying [indicate title of management's report]. 


Auditor's Responsibility 

Our responsibility is to express an opinion on Asher Company's internal control over financial reporting based 
on our audit. We conducted our examination in accordance with auditing standards generally accepted in the 
United States of America. Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether effective internal control over financial reporting was maintained in all material 
respects. 


An audit of internal control over financial reporting involves performing procedures to obtain evidence about 
whether a material weakness exists. The procedures selected depend on the auditor's judgment, including the 
assessment of the risks that a material weakness exists. An audit includes obtaining an understanding of 
internal control over financial reporting and testing and evaluating the design and operating effectiveness of 
internal control based on the assessed risk. 


We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our 
audit opinion. 

Definition and Inherent Limitations of Internal Control Over Financial Reporting 

An entity's internal control over financial reporting is a process effected by those charged with governance, 
management, and other personnel, designed to provide reasonable assurance regarding the preparation of 
reliable financial statements in accordance with [indicate the applicable financial reporting framework such as 
accounting principles generally accepted in the United States of America]. An entity's internal control over financial 
reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in 
reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; 
(2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of 
financial statements in accordance with [the applicable financial reporting framework indicated above], and that 
receipts and expenditures of the entity are being made only in accordance with authorizations of management 
and those charged with governance; and (3) provide reasonable assurance regarding prevention, or timely 
detection and correction of unauthorized acquisition, use, or disposition of the entity’s assets that could have a 
material effect on the financial statements. 


Because of its inherent limitations, internal control over financial reporting may not prevent, or detect and 
correct misstatements. Also, projections of any assessment of the effectiveness to future periods are subject 
to the risk that controls may become inadequate because of changes in conditions, or that the degree of 
compliance with the policies or procedures may deteriorate. 

Opinion 

In our opinion, Asher Company maintained, in all material respects, effective internal control over financial 
reporting as of December 31, 20XX, based upon [identify criteria]. 


Report on Financial Statements 

We have also audited, in accordance with auditing standards generally accepted in the United States of 
America, the [identify financial statements audited] of Asher Company, and our report dated [date of report, which 
should be the same dates as the report on ICFR] expressed [indicate nature of opinion]. 


G Ruiz, CPA 
San Francisco, CA 
[Date] 
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The following is an example of a Combined Unmodified Opinion on Internal Control and an 
Unmodified Audit Opinion on the Financial Statements based on the AICPA’s Clarified standards 
(Note: The audit report portion will be covered in another section) (Nonissuer) 


Independent Auditor's Report 
To: Management, the Audit Committee and the Board of Directors (Governance) 


Report on the Financial Statements and Internal Control 

We have audited the accompanying financial statements of Roger Company, which comprise the 
balance sheet as of December 31, 20XX, and the related statements of income, changes in 
stockholder's equity, and cash flows for the year then ended, and the related notes to the financial 
statements. We also have audited Roger Company's internal control over financial reporting 
as of December 31, 20XX, based on [identify criteria]. 


Management's Responsibility for the Financial Statements AND Internal Control Over 
Financial Reporting 

Roger Company's management is responsible for the preparation and fair presentation of these 
financial statements in accordance with accounting principles generally accepted in the United 
States of America; this includes the design, implementation, and maintenance of effective internal 
control relevant to the preparation and fair presentation of these financial statements that are free 
from material misstatement, whether due to error of fraud. Management is also responsible for 
its assertion about the effectiveness of internal control over financial reporting, included in 
the accompanying [title of management's report]. 


Auditor's Responsibility 

Our responsibility is to express an opinion on these financial statements and an opinion on Roger 
Company's internal control over financial reporting based on our audits. We conducted our 
audits in accordance with auditing standards generally accepted in the United States of America. 
Those standards require that we plan and perform the audits to obtain reasonable assurance 
about whether the financial statements are free of material misstatement and whether effective 
internal control over financial reporting was maintained in all material respects. 


An audit of financial statements involves performing procedures to obtain audit evidence about 
the amounts and disclosures in the financial statements. The procedures selected depend on the 
auditor's judgment, including assessment of the risks of material misstatement of the financial 
statements, whether due to fraud or error. In making those risk assessments, the auditor 
considers internal control relevant to the entity's preparation and fair presentation of the financial 
statements in order to design audit procedures that are appropriate in the circumstances. An audit 
of financial statements also includes evaluating the appropriateness of accounting policies used 
and the reasonableness of significant accounting estimates made by management, as well as 
evaluating the overall presentation of the financial statements. 


An audit of internal control over financial reporting involves performing procedures to 
obtain evidence about whether a material weakness exists. The procedures selected 
depend on the auditor's judgment, including the assessment of the risk that a material 
weakness exists. An audit of internal control over financial reporting involves obtaining an 
understanding of internal control over financial reporting and testing and evaluating the 
design and operating effectiveness of internal control over financial reporting based on the 
assessed risk. 
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We believe that the audit evidence we have obtained is sufficient and appropriate to provide a 
basis for our audit opinions. 


Definitions and Inherent Limitations of Internal Control Over Financial Reporting 

An entity's internal control over financial reporting is a process effected by those charged with 
governance, management, and other personnel, designed to provide reasonable assurance regarding the 
preparation of reliable financial statements in accordance with [applicable financial reporting 
framework, such as accounting principles generally accepted in the United States of America]. An entity's 
internal control over financial reporting includes those policies and procedures that (1) pertain to the 
maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and 
dispositions of the assets of the entity; (2) provide reasonable assurance that transactions are recorded 
as necessary to permit preparation of financial statements in accordance with [applicable financial 
reporting framework, such as accounting principles generally accepted in the United States of America], 
and that receipts and expenditures of the entity are being made only in accordance with authorizations 
of management and those charged with governance; and (3) provide reasonable assurance regarding 
prevention, or timely detection and correction of unauthorized acquisition, use, or disposition of the 
entity's assets that could have a material effect on the financial statements. 


Because of its inherent limitations, internal control over financial reporting may not prevent, or detect 
and correct misstatements. Also, projections of any assessment of effectiveness to future periods are 
subject to the risk that controls may become inadequate because of changes in conditions, or that the 
degree of compliance with the policies or procedures may deteriorate. 


Opinions 

In our opinion, the financial statements referred to above present fairly, in all material respects, 
the financial position of Roger Company as of December 31, 20XX, and the results of its operations 
and its cash flows for the year then ended in accordance with accounting principles generally 
accepted in the United States of America. Also in our opinion, Roger Company maintained, in 
all material respects, effective internal control over financial reporting as of December 31, 
20XX, based on [identify criteria]. 


[Auditor's signature] 
[Auditor's city and state] 
[Date of the auditor's report] 


Report Modifications 


There are several reasons that an auditors report on ICFR may be modified. Examples include: 
e The identification of material weaknesses; 
e Anincomplete or improper management report; 
e Ascope limitation; 
e Reference to the report of a component auditor; or 
e The inclusion of other information in management's report. 


Material Weaknesses 


Unless there is a limitation on the scope of the engagement, when material weaknesses are 
identified, the auditor will express an adverse opinion on the effectiveness of an entity's ICFR. The 
report will include a definition of a material weakness and a statement that one or more material 
weaknesses have been identified. 
e The report will also identify material weaknesses described in management's assessment 
of ICFR. 
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e When material weaknesses identified by the auditor are not included in management's 
assessment, the report will be modified to so indicate. 


The auditor will also determine the impact, if any, on the opinion on the financial statemments and 
should disclose whether or not the opinion has been affected. 
e This may be disclosed in an other-matter paragraph; or 
e It may be disclosed in the paragraph identifying the material weakness that was omitted 
form management's assessment. 


The report will include all of the same components as an unmodified report up through the section 
providing the definition of ICFR and its inherent limitations. Instead of an opinion paragraph 
following, the remainder of the report will appear as follows: 


Basis for Adverse Opinion 

A material weakness is a deficiency, or a combination of deficiencies, in internal control over financial 
reporting, such that there is a reasonable possibility that a material misstatement of the entity's 
financial statements will not be prevented, or detected and corrected, on a timely basis. The 
following material weakness has been identified and included in the accompanying [title of 
management's report]. 


[/dentify the material weakness described in management's report.] 


Adverse Opinion 

In our opinion, because of the effect of the material weakness described in the Basis for Adverse 
Opinion paragraph on the achievement of the objectives of [identify criteria], Asher Company has not 
maintained effective internal control over financial reporting as of December 31, 20XX, based upon 
[identify criteria]. 


Report on Financial Statements 

We have also audited, in accordance with auditing standards generally accepted in the United States 
of America, the [identify financial statements audited] of Asher Company, and our report dated [date 
of report, which should be the same dates as the report on ICFR] expressed [indicate nature of opinion]. 
We considered the material weakness identified above in determining the nature, timing, and 
extent of audit procedures applied in our audit of the 20XX financial statements, and this report 
does not affect such report on the financial statements. 


G Ruiz, CPA 
San Francisco, CA 
[Date] 


Incomplete or Incorrect Management Report 

Management's report may be missing one or more of the elements required to be included by 
auditing standards. When this is the case, the auditor will request that management revise the 
report. If management refuses to do so, the auditor will include an other-matter paragraph 
describing the reason the auditor considers the report deficient. If management's report neglects 
to dislose one or more material weakness, the auditor will issue an adverse opinion. 
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Scope Limitations 

When a scope limitation is imposed on the auditor after acceptance of the engagement, the audior 
should either withdraw from the engagement or express a disclaimer of opinion. \f the scope 
limitation consists of the client's refusal to provide an assertion regarding the effectiveness of ICFR, 
the auditor is required to withdraw and will only issue a disclaimer if not allowed to withdraw as a 
result of law or regulation. 


When an auditor issuing a disclaimer of opinion on ICFR has identified one or more material 
weakness, the disclaimer should define a material weakness and provide a description of any 
material weaknesses identified. 


Making Reference to the Report of a Component Auditor 


When an entity includes one or more components, the ICFR of which was audited by a component 
auditor, the auditor responsible for the report, the engagement auditor, will use the same criteria 
in determining whether or not to refer to the report of the component auditor as used when 
reporting on the audit of group financial statements. 


Reference should not be made to a component auditor unless the engagement auditor is satisfied 

that the component auditor conducted an audit in accordance with GAAS, or with the provisions of 
the PCAOB, if appropriate; and that the component auditor has issued a report on ICFR that is not 

restricted. 


Additional Information in Management's Report 


In some circumstances, management's report, or the document containing management's report, 
will also include additional information. When this is the case: 
e The auditor should disclaim an opinion in reference to the additional information; and 
e The auditor should read the additional information to make certain that it does not contain 
information that is inconsistent with management's report or a misstatement of fact. 
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Lecture 3.15 - Internal Control Reports & 
Communications, PCAOB Audit 


3. Audit of Internal Control that is Integrated with an Audit of F/S (AS 2201) 


When auditing the financial statements of entities that report to the SEC under the 1934 act 
(issuers) and are subject to the requirements of the Public Company Accounting Oversight Board 
(PCAOB), the auditor will have to also perform an audit of internal control over financial reporting 
(ICFR) that is /ntegrated with an audit of financial statements in order to determine that 
management has complied with Rules 404a & b of the Sarbanes-Oxley Act of 2002. 

e Rule 404a requires the annual report to include a report on internal control indicating 
management's responsibility for internal control and management's assessment of internal 
control's effectiveness. 

e Rule 404b requires the auditor to report on management's assessment of internal control. 

o The auditor does not report on the efficiency or the effectiveness of internal control 
but reports on management's assessment of it. 
o The Act does not specify a date by which the auditor's report is to be submitted. 


The standards for audits of ICFR under AU-C 940 were written to apply the guidance in PCAOB AS 
2201 to nonissuers. The requirements and guidance are almost identical and, as a result, the 
information provided will reflect only those differences between AS 2201 and AU-C 940. 


One major difference is that AS 2201 is a requirement and auditors of issuers are required to 
perform an examination of internal control that is integrated with a financial statement audit, 
which expresses an opinion as of the date of the financial statements. An examination under 
GAAS, however, is performed only if the auditor is engaged to do so. 


While most requirements are the same, under AS 2201, an auditor has greater responsibilities for 
the communication of internal control deficiencies: 

e Material weaknesses must be communicated to management and the audit committee in 
writing prior to the issuance of the auditor's report on internal control over financial 
reporting. 

e Significant deficiencies identified by the auditor must also be communicated in writing to 
the audit committee prior to the issuance of the auditor's report on internal control. 

e The auditor should also communicate control deficiencies that are not significant 
deficiencies or material weaknesses to managerment in writing on a timely basis. 


AS 2201 also provides slightly different definitions of control deficiencies and material weaknesses. 

e AS 2201 indicates that a control deficiency “exists when the design or operation of a control 
does not allow management or employees, in the normal course of performing their 
assigned functions, to prevent or detect misstatements on a timely basis,” while GAAS 
indicates a control deficiency as existing “when the design or operation of a control does 
not allow management or employees, in the normal course of performing their assigned 
functions, to prevent, or detect and correct, misstatements on a timely basis.” 

e The definition of a material weakness is also different for the same reason. 


The only minor difference between an auditor's report on internal control prepared as a result of 
the GAAS standards and one issued as a result of AS 2201 is the definition of internal control, 
which uses the one provided with AS 2201. 
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Following is an example of the unmodified report (unqualified opinion) on ICFR for a PCAOB Audit that 
would be issued if separate reports on the financial statements and Internal control are issued. 


REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 
on Internal Control over Financial Reporting (PCAOB AS 2201) 


To the shareholders and the board of directors of ABC, Inc. 


Opinion on Internal Control over Financial Reporting 


We have audited ABC, Inc.’s internal control over financial reporting as of January 31, 20X8, based on criteria 
established in Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of 
the Treadway Commission (the COSO criteria). In our opinion, the Company maintained, in all material 
respects, effective internal control over financial reporting as of December 31, 20X8, based on the COSO 
criteria. 


We also have audited, in accordance with the standards of the Public Company Accounting Oversight 
Board (United States) ("PCAOB"), the consolidated balance sheets of ABC, Inc. as of January 31, 20X8 
and 20X7, and the related consolidated statements of income, shareholders’ equity, and cash flows for 
each of the three years in the period ended January 31, 20X8 and our report dated March 26, 20X8 
expressed an unqualified opinion thereon. 


Basis for Opinion 
ABC Inc.'s management is responsible for maintaining effective internal control over financial reporting, and 
for its assessment of the effectiveness of internal control over financial reporting, included in the 
accompanying [title of management's report]. Our responsibility is to express an opinion on the Company's 
internal control over financial reporting based on our audit. We are a public accounting firm registered with 
the Public Company Accounting Oversight Board (United States) ("PCAOB") and are required to be 
independent with respect to the Company in accordance with the U.S. federal securities laws and the 
applicable rules and regulations of the Securities and Exchange Commission and the PCAOB. 


We conducted our audit in accordance with the standards of the PCAOB. Those standards require that we 
plan and perform the audit to obtain reasonable assurance about whether effective internal control over 
financial reporting was maintained in all material respects. 


Our audit of internal control over financial reporting included obtaining an understanding of internal control 
over financial reporting, assessing the risk that a material weakness exists, and testing and evaluating the 
design and operating effectiveness of internal control based on the assessed risk. Our audit also included 
performing such other procedures as we considered necessary in the circumstances. We believe that our 
audit provides a reasonable basis for our opinion. 


Definition and Limitations of Internal Control Over Financial Reporting 
A company's internal control over financial reporting is a process designed to provide reasonable assurance 
regarding the reliability of financial reporting and the preparation of financial statements for external 
purposes in accordance with generally accepted accounting principles. A company's internal control over 
financial reporting includes those policies and procedures that (1) pertain to the maintenance of records that, 
in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the 
company; (2) provide reasonable assurance that transactions are recorded as necessary to permit 
preparation of financial statements in accordance with generally accepted accounting principles, and that 
receipts and expenditures of the company are being made only in accordance with authorizations of 
management and directors of the company; and (3) provide reasonable assurance regarding prevention or 
timely detection of unauthorized acquisition, use, or disposition of the company's assets that could have a 
material effect on the financial statements. 


Because of its inherent limitations, internal control over financial reporting may not prevent or detect 
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk 
that controls may become inadequate because of changes in conditions, or that the degree of compliance 
with the policies or procedures may deteriorate. 

W. Philipp, CPAs 

SF, CA 

March 26, 20X8 
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The following is an example of a combined Unmodified audit report (unqualified opinion) on the 
financial Statements and an unqualified Internal Control opinion (Note: The audit report portion 
will be covered in another section) (Issuer). 


REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM (ISSUER) 


To the shareholders and the board of directors of Roger Company 


Opinions on the Financial Statements and Internal Control over Financial Reporting 


We have audited the accompanying balance sheets of Roger Company (the "Company") as of 
December 31, 20X8 and 20X7, and the related statements of income, stockholders’ equity and 
comprehensive income, and cash flows for each of the years in the three-year period ended 
December 31, 20X8, and the related notes [and schedules] (collectively referred to as the "financial 
statements"). We also have audited the Company's internal control over financial reporting 
as of December 31, 20X8, based on criteria established in /nternal Control - Integrated 
Framework issued by COSO. 


In our opinion, the financial statements referred to above present fairly, in all material respects, 
the financial position of the Company as of December 31, 20X8 and 20X7, and the results of its 
operations and its cash flows for each of the years in the three-year period ended December 31, 
20X8 in conformity with accounting principles generally accepted in the United States of America. 
Also in our opinion, the Company maintained, in all material respects, effective internal 
control over financial reporting as of December 31, 20X8, based on criteria established in 
Internal Control - Integrated Framework issued by COSO. 

Basis for Opinion 
The Company's management is responsible for these financial statements, for maintaining 
effective internal control over financial reporting, and for its assessment of the 
effectiveness of internal control over financial reporting, included in the accompanying [title 
of management's report]. Our responsibility is to express an opinion on the Company's financial 
statements and an opinion on the Company's internal control over financial reporting based 
on our audits. We are a public accounting firm registered with the Public ened Accounting 
Oversight Board (United States) ("PCAOB") and are required to be independent with respect to the 
Company in accordance with the U.S. federal securities laws and the applicable rules and 
regulations of the Securities and Exchange Commission and the PCAOB. 


We conducted our audits in accordance with the standards of the PCAOB. Those standards require 
that we plan and perform the audits to obtain reasonable assurance about whether the financial 
statements are free of material misstatement, whether due to error or fraud, and whether 
effective internal control over financial reporting was maintained in all material respects. 


Our audits of the financial statements included performing procedures to assess the risks of 
material misstatement of the financial statements, whether due to error or fraud, and performing 
procedures that respond to those risks. Such procedures included examining, on a test basis, 
evidence regarding the amounts and disclosures in the financial statements. Our audits also 
included evaluating the accounting principles used and significant estimates made by 
management, as well as evaluating the overall presentation of the financial statements. Our audit 
of internal control over financial reporting included obtaining an understanding of internal 
control over financial reporting, assessing the risk that a material weakness exists, and 
testing and evaluating the design and operatine effectiveness of internal control based on 
the assessed risk. Our audits also included performing such other procedures as we 
considered necessary in the circumstances. We believe that our audits provide a reasonable 
basis for our opinions. 


Definition and Limitations of Internal Control Over Financial Reporting 


A company's internal control over financial reporting is a process designed to provide 
reasonable assurance regarding the reliability of financial reporting and the preparation of 
financial statements for external purposes in accordance with generally accepted 
accounting principles. A company's internal control over financial reporting includes those 
policies and procedures that (1) pertain to the maintenance of records that, in reasonable 
detail, accurately and fairly reflect the transactions and dispositions of the assets of the 
company; (2) provide reasonable assurance that transactions are recorded as necessary to 
permit preparation of financial statements in accordance with generally accepted 
accounting principles, and that receipts and expenditures of the company are being made 
only in accordance with authorizations of management and directors of the company; and 
(3) provide reasonable assurance regarding prevention or timely detection of unauthorized 
acquisition, use, or disposition of the company's assets that could have a material effect on 
the financial statements. 
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Because of its inherent limitations, internal control over financial reporting may not 
revent or detect misstatements. Also, projections of any evaluation of effectiveness to 
uture periods are subject to the risk that controls may become inadequate because of 
changes in conditions, or that the degree of compliance with the policies or procedures may 
eteriorate. 


Critical Audit Matters [if applicable] 
[Include critical audit matters] 


Aaron & Co. CPAs 

We have served as the Company's auditor since 20X1. 
San Francisco, California, United States of America 
February 20X9 


Previously Reported Weaknesses under AS 6115 


Under PCAOB AS 6115, the auditor of an issuer may be engaged to report on whether a previously 
reported internal control weakness continues to exist. In such an engagement, the auditor obtains 
reasonable assurance about whether the weakness continues to exist as of a date specified by 
management and issues a report to that effect. 


The standards for such an engagement involve: 
e Planning the engagement. 
e Obtaining an understanding of internal control over financial reporting. 
e Testing and evaluating whether a material weakness continues to exist. 
e Forman opinion on whether a previously reported material weakness continues to exist. 
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Lecture 3.17 - Internal Control - Class Question - DRS 


Document Review Simulation 1 
1_— 
The Uniform E | :=|? w 
CPA Examination 


Scroll down to complete all parts of this task. 


Major Manufacturing has four manufacturing departments: extrusion, press, welding, and forging. 
Work in each department is finished at the fiscal year end for extensive cleaning and repairs, so 
there is no work in process inventory at the fiscal year end. Materials move through only one 
manufacturing department. 


The year under audit is year 2. This is the second year that Major has engaged Cutt, Paste & 
Semele, CPAs, to perform the annual audit of its financial statements. 


Major uses an in-house payroll department at its corporate headquarters to compute payroll data, 
and to prepare and distribute payroll checks to its 517 employees. Payroll for salaried, 
commissioned, and hourly employees is processed bi-weekly. Rates and working conditions for 
manufacturing hourly employees are negotiated during the union contract negotiations when 
renewing contracts, typically annually. Other employees typically have rate changes 90 days after 
their hire date and then once annually on June 30. The controller, Bob Clough, indicates that 
nothing has changed in payroll processing since the previous year’s audit. Based on 
documentation from the previous year’s audit, an intern, Irene Inverness, has prepared a draft of 
the payroll segment of an internal control questionnaire to assist in obtaining an understanding of 
Major's internal control and in assessing risk of material misstatement. Other segments of the 
questionnaire will address questions relating to cash payrolls, computer applications, employee 
benefits (pensions, health care, vacations, etc.), and payroll tax accruals other than withholding. 


Amend the questionnaire that Irene has drafted, as appropriate. To revise the document, click on 
each segment of underlined text below and select the needed correction, if any, from the list 
provided. If the underlined text is already correct in the context of the document, select “original 
text.” If none of the statements are appropriate in the context of the document, select “delete text.” 
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Major Manufacturing 
Internal Control Questionnaire—Payroll Segment 


May 5, year 2 
Question Yes No 
A. Are paychecks pre-numbered and accounted for? O O 
B. Are discretionary payroll deductions and withholdings authorized in 
writing by employees? O O 
C. (1) Are garnishment documents filed for subsequent review? O O 
D. Are the employees who perform each of the following payroll functions 
independent of the other listed functions? 
e (2) Hiring, separations, and assignment of parking spaces O O 
e Preparation of payroll data O O 
e (3) Printing of payroll checks Q O 
e Approval of payroll 5 z 
e (4) Signing of paychecks O O 
e Reconciliation of payroll account O O 
E. Are hires, separations, and promotions promptly input to the system to 
process payroll? O O 
F. Are changes in salary, commissions, and wage rates promptly input to 
the system to process payroll? O O 
G. Are changes in deductions and withholdings promptly input to the 
system to process payroll? O O 
H. (5) Is gross pay determined by using authorized salary and wage rates 
and attendance records? O O 
l. Is there a suitable chart of accounts and/or established guidelines for 
determining compensation account distribution and for recording 
payroll withholding liabilities? O O 
J. Are clerical operations in payroll preparation verified? O O 
K. Is payroll preparation and recording reviewed by supervisors or internal 
audit personnel? O O 
L. Are payrolls approved by a responsible official before payroll checks are 
distributed? O O 
M. (6) Is the payroll clerk bonded? O O 
N. Is the payroll bank account reconciled monthly to the general ledger? O O 
O. Are payroll bank reconciliations properly approved and differences 
promptly followed up? O O 
P. (7) Is the custody and follow-up of unclaimed salary checks assigned to a 
responsible official? Q O 
Q. Are differences reported by employees followed up on a timely basis by 
persons not involved in payroll preparation? O O 
R. (8) Are there procedures (e.g. tickler files) to ensure proper and timely 
payment of withholdings to appropriate bodies? O O 
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Items for Analysis 


Are garnishment documents filed for subsequent review? 


1. Choose an option below: 


[Original text] Are garnishment documents filed for subsequent review? 
[Delete text] 

Are garnishment claims compared to employee data? 

Are garnishment claims verified with employees? 


Are garnishment claims compared to employee data and documents filed for subsequent 
review? 


Are garnishment claims compared to employee data and verified with employees? 


Are garnishment claims verified with employees and documents filed for subsequent 
review? 


Are garnishment claims compared to employee data, verified with employees, and 
documents filed for subsequent review? 


Hiring, separations, and assignment of parking spaces 


2. Choose an option below: 


[Original text] Hiring, separations, and assignment of parking spaces. 

[Delete text] 

Hiring and separations 

Hiring, assignment of parking spaces, and approval of salary, commissions, and wage rates. 
Separations and approval of salary, commissions, and wage rates. 

Hiring and approval of salary, commissions, and wage rates. 


Hiring, separations, and approval of salary, commissions, and wage rates. 


Printing of payroll checks. 


3. Choose an option below: 


[Original text] Printing of payroll checks. 

[Delete text] 

Approval of salary, commissions, and wage rates. 

Transfer of money from an operating bank account to the payroll bank account. 
Custody of undistributed signed paychecks. 

Distribution of paychecks. 
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Signing of paychecks. 


4. Choose an option below: 


[Original text] Signing of paychecks. 

[Delete text] 

Distribution of paychecks. 

Custody of undistributed signed paychecks. 

Signing and distribution of paychecks. 

Signing of paychecks and custody of undistributed signed paychecks. 
Distribution of paychecks and custody of undistributed signed paychecks. 


Signing and distribution of paychecks and custody of undistributed signed paychecks. 


Is gross pay determined by using authorized salary, commissions, and wage rates and time 


and attendance records? 


5. Choose an option below: 


[Original text] Is gross pay determined by using authorized salary and wage rates and 
attendance records? 


[Delete text] 


Is gross pay determined by using authorized salary, commissions, and wage rates and time 
records? 


Is gross pay determined by using authorized salary and wage rates and attendance and 
time records. 


Is gross pay determined by using authorized salary, commissions, and wage rates and 
attendance and time records. 


Is gross pay determined by using authorized salary, commission, and wage rates and 
attendance, sales, and time records? 


Is the payroll clerk bonded? 


6. Choose an option below: 


[Original text] Is the payroll clerk bonded? 

[Delete text] 

Does the human resources manager review commission calculations periodically? 
Does the payroll clerk update the salary, wage, and commission rates daily? 

Are payrolls disbursed through an imprest account? 


Does the A/P clerk distribute the signed paychecks? 
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Is the custody of unclaimed salary checks assigned to a responsible official? 


7. Choose an option below: 


[Original text] Is the custody of unclaimed salary checks assigned to a responsible official? 
[Delete text] 
Is the follow-up on unclaimed salary checks assigned to a responsible official? 


Is the custody of and follow-up on unclaimed salary checks assigned to a responsible 
official? 


Is the custody of unclaimed paychecks assigned to a responsible official? 
Is the follow-up on unclaimed paychecks assigned to a responsible official? 


Is the custody of and follow-up on unclaimed paychecks assigned to a responsible official? 


Are there procedures (e.g. tickler files) to ensure proper and timely payment of 


withholdings to appropriate bodies? 


8. Choose an option below: 


[Original text] Are there procedures (e.g. tickler files) to ensure proper and timely payment 
of withholdings to appropriate bodies? 


[Delete text] 


Are there procedures (e.g. tickler files) to ensure proper and timely filing of required 
information returns? 


Are there procedures (e.g. tickler files) to ensure proper and timely payment of 
withholdings to appropriate bodies and to file required information returns? 


Are hourly employees’ timecards sent to the human resources department for approval? 
Are hourly employees’ timecards sent to the payroll clerk for approval? 


Are hourly employees’ timecards sent to the treasurer for approval? 
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Exhibits 


Excerpt from prior year work paper 


Major Manufacturing 


Date: April 27, year 1 


FYI: Select client personnel contact information 
Prepared by: Ben Paste 


Assisted by: 

Date: 

Reviewed by: 

Date: 
Name Title Extension | e-mail 
Alice Adams A/P clerk 526 aadams@majormfg.com 
Ralph Carter Receiving clerk 333 ralphc@majormfg.com 
Bob Clough Controller 256 RClough@majormfg.com 
Sally Lund Office manager 116 slund@majormfg.com 
James Marvin Maintenance specialist 555-2652 | jmarvin@marormfg.com 
Sam Sligh Shipping clerk 355 ssligh@majormfg.com 
Trixie Townsend | Treasurer 563 trixie@majormfg.com 
Patricia Wells Purchasing department 256 pwells@majormfg.com 

head 
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Excerpt from prior year work paper 


Major Manufacturing 
Payroll Overview 
Prepared by: Ben Paste 
Date: May 2, year 1 
Assisted by: lan Inman 
Date: April 27, year 1 
Reviewed by: 82 

Date: -3-12 


Each Major employee is paid bi-weekly at latest by the Friday following the end of the pay 
period under one of three models: hourly, salary, and salary with a commission element. When 
year-end changes, vacation or sickness among personnel involved in completion of the payroll, 
or holidays do not interfere, payroll usually is processed before this deadline, so paychecks 
typically are distributed at the Wednesday afternoon shift change. 


Hourly employees are paid based on their hourly rates with a premium for the second shift 

They receive time and half for more than 40 hours up to 48 hours and double time for more 
than 48 hours in a work-week. The work week begins with the start of shift change (3:00) on 

Sunday for second shift and the end of shift change (3:30) on Sunday for the first shift. 


Salaried staff aside from sales staff are paid a base salary based on attendance. 


Sales staff are paid a base salary. They also get a commission ultimately based on collected 
sales revenues over an annual minimum. Rather than wait until the annual minimum is 
reached, a conservatively annualized projection of sales to date is made each month and 
compared to the annual minimum. If the projection is over the annual minimum, payments for 
that month are made in the first pay period of the next month. Sales staff receive a commission 
calculation statement each month. 


As Major has few write-offs of accounts receivable, sales staff receive an advance of the 
commission element of their compensation when an order ships. If an invoice is unpaid for 90 
days, the commission paid on that sale is subtracted from commissions for the current month, 
but not from the base salary. The sales staff receives the commission when the overdue 
invoices are paid in full, if paid within 12 months of the original invoice date, but not on 
settlements or amounts paid in bankruptcy. 


When the sales staff separate from the company, the advance is not paid, but commissions 
accrue on previously made sales. These commissions are paid once payment is received from 
the related customers. If the sales staff separate from the company, with a net negative balance 
due to unpaid invoices, whether the advance is excused is decided on a case by case basis. 
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Document Review Simulation Solution 1 


Major Manufacturing 
Internal Control Questionnaire—Payroll Segment 


May 5, year 2 
Question Yes No 
A. Are paychecks pre-numbered and accounted for? O O 
B. Are discretionary payroll deductions and withholdings authorized in 
writing by employees? O O 
C. (1) Are garnishment claims compared to employee data and documents 
filed for subsequent review? O O 
D. Are the employees who perform each of the following payroll functions 
independent of the other listed functions? 
e (2) Hiring, separations, and approval of salary, commissions, and 
wage rates 
e Preparation of payroll data O O 
e (3)[Delete text] O O 
e Approval of payroll O O 
e (4) Signing and distribution of paychecks and custody of : < 
undistributed signed paychecks O O 
e Reconciliation of payroll account O O 
E. Are hires, separations, and promotions promptly input to the system to 
process payroll? O O 
F. Are changes in salary, commissions, and wage rates promptly input to 
the system to process payroll? O O 
G. Are changes in deductions and withholdings promptly input to the 
system to process payroll? O O 
H. (5) Is gross pay determined by using authorized salary, commission, and 
wage rates and attendance, sales, and time records? O O 
l. Is there a suitable chart of accounts and/or established guidelines for 
determining compensation account distribution and for recording 
payroll withholding liabilities? O O 
J. Are clerical operations in payroll preparation verified? O O 
K. Is payroll preparation and recording reviewed by supervisors or internal 
audit personnel? Q O 
L. Are payrolls approved by a responsible official before payroll checks are 
distributed? O O 
M (6) Are payrolls disbursed through an imprest account? O O 
N. Is the payroll bank account reconciled monthly to the general ledger? O O 
O Are payroll bank reconciliations properly approved and differences 
promptly followed up? O O 
P. (7) Is the custody of and follow-up on unclaimed paychecks assigned to a 
responsible official? O O 
Q. Are differences reported by employees followed up on a timely basis by 
persons not involved in payroll preparation? O O 
R. (8) Are there procedures (e.g. tickler files) to ensure proper and timely 
payment of withholdings to appropriate bodies and to file required 
information returns? O O 
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Explanations: 


1. 


Are garnishment claims compared to employee data and documents filed for subsequent 
review? 


Garnishment claims are compared to employee data to ensure that the claim actually relates 
to the employee in question. Garnishment documents are kept for subsequent review in case 
the employee takes issue with the withholding as well as regular annual audits. Garnishment 
claims are court orders to apply money or property due a debtor to the debtor's creditor. The 
employer generally is obligated to send the amount of the garnishment to the creditor 
regardless of whether the employee verifies it. While an employer might notify employees of 
pending garnishment claims received, garnishment claims generally are not verified with 
employees. If there is a question concerning the authenticity of a garnishment document, the 
employer is more likely to verify a garnishment with the issuing court, not the employee. If an 
employee disputes a garnishment, the employee must make the counter-claim to the court 
issuing the garnishment, not the employer. Internal control questionnaires typically are 
designed so that ‘yes’ answers are items for the auditor to skip and ‘no’ answer are items for 
the auditor to consider. As a ‘yes’ answer to a question involving employee verification of 
garnishments would suggest the attention of the auditor when it would be inappropriate, a 
question involving employee verification of garnishments is unlikely. 


Hiring, separations, and approval of salary, commissions, and wage rates. 


Hiring, separations, and approval of salary, commissions, and wage rates typically all are 
performed by the personnel (or human resources) department. These authorization duties are 
not incompatible with each other, but each of them are incompatible with other tasks in the list 
that involve record-keeping, custody, and reconciliation. The human resources department 
also might assign parking spaces. As the assignment of parking spaces generally is irrelevant to 
internal controls, it is inappropriate for an internal control questionnaire. 


[Delete text] 


None of the options is needed in a list of incompatible duties, given the other items in the list 
(as amended). The printing of payroll checks need not be separated from the preparation of 
payroll data; as a matter of convenience and expediency, the payroll clerk often prints (but 
does not sign) payroll checks in small entities; in a large entity, a treasury clerk would do so. 
The approval of salary, commissions, and wage rates need not be separated from the hiring 
and separation functions. The signing of paychecks need not be separated from the transfer of 
money from an operating bank account to the payroll bank account, the custody of 
undistributed signed paychecks, nor the distribution of paychecks; these tasks are all custody 
of assets. 
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4. 


Signing and distribution of paychecks and custody of undistributed signed paychecks. 


The treasurer typically signs and distributes paychecks and retains custody of any 
undistributed signed paychecks. These three duties should be separated from the record- 
keeping duties of the payroll clerk and the authorization duties of the human resources 
department. While each of these duties or any combination of two of these duties also are 
appropriate to keep separate from the authorization, record-keeping, and reconciliation 
functions, it is best that the questionnaire ask about all of these duties. 


Is gross pay determined by using authorized salary, commission, and wage rates and 
attendance, sales, and time records? 


Wage calculations usually involve multiplying wages rates by time worked—rather than 
attendance. Salary calculations usually involve salary rates and attendance records, rather than 
time or commission records. Commission calculations involve commission rates and sales 
records. Either a question including all six of these components or multiple questions each 
asking about one component is most appropriate in the circumstances. 


Are payrolls disbursed through an imprest account? 


A payroll imprest account is a bank account dedicated to employee compensation payments. 
Most employers have this easily employed and inexpensive internal control. It typically has a 
small continual balance. Just before paychecks (written on this account) are disbursed, the 
exact amount of the payroll is deposited (or transferred) into the imprest account. This 
simplifies the bank reconciliation—there are few deposits, only checks for compensation are 
disbursed from this account, and the balance per books is always the same. A bond is an 
insurance policy that reimburses the employer for losses related to that employee's theft or 
fraud. Typically, companies bond employees who have custody of assets (such as a treasurer) 
or have access to customers’ assets (such as a locksmith). Employees with record-keeping 
duties (such as an A/P clerk) rarely are bonded. Typically, the human resources manager is not 
the person to review payroll calculations. It is more likely that an internal auditor, the payroll 
clerk's supervisor, or a sales manager would review commission calculations—with the sales 
manager's review being sporadic rather than periodic. As payroll is processed bi-weekly, 
updating the rates daily seems excessive, unless the quantity of updates would overwhelm the 
payroll process function if not updated frequently. With annual changes for 517 employees 
being the norm, daily updates to rates seems extreme. Typically, internal controls are designed 
to separate the incompatible duties of authorization, record-keeping, custody of assets, and 
reconciliation. The A/P clerk is involved in record-keeping and so should not have custody of 
assets (such as signed checks). Internal control questionnaires typically are designed so that 
‘yes’ answers are items for the auditor to skip and ‘no’ answer are items for the auditor to 
consider. As a ‘yes’ answer to this question (Does the A/P clerk distribute the signed 
paychecks?) would require the attention of the auditor, this question is unlikely. 


Is the custody of and follow-up on unclaimed paychecks assigned to a responsible official? 


Both the custody of any signed check and follow-up on any unclaimed check (paycheck or 
regular check) is of concern to an auditor. Aside from issues surrounding custody of the asset, 
unclaimed paychecks could be due to fictitious employees. The use of the phrase ‘salary 
checks’ ignores paychecks issued to hourly employees. While the questionnaire preparer may 
not intend to differentiate between the two, the questionnaire reader may do so. The 
paychecks for both salaried and hourly employees are of concern to the auditor. 
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8. Are there procedures (e.g. tickler files) to ensure proper and timely payment of withholdings to 
appropriate bodies and to file required information returns? 


Both the proper and timely payment of withholdings to appropriate bodies and filing of 
required information returns are of concern to the auditor. Timecards generally are approved 
by the employee's supervisor, who is in the best position to know if it is accurate, rather than 
the human resources department, the payroll clerk, or the treasurer. Internal control 
questionnaires typically are designed so that ‘yes’ answers are items for the auditor to skip and 
‘no’ answer are items for the auditor to consider. As a ‘yes’ answer to the presented questions 
on timecard approval would require the attention of the auditor, these questions are unlikely. 
A tickler file (paper or electronic) generally is organized by date; task reminders of importance 
to the owner (tax return preparation, subscription renewal, holiday party preparation, etc.) are 
put into the file whenever thought of and the file owner refers to the file periodically to ensure 
projects are completed in a timely fashion. A reminder can be as simple as a flyer from last 
year's scout jamboree sponsored by the business or as elaborate as a list of physical inventory 
preparation tasks employing a multi-disciplinary team. 
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Audit Evidence 


Lecture 4.01 - Audit Evidence 


The Steps in an Audit 


Prepare for > Obtain Understanding > Assess Risks of Material > Perform Tests > Perform > Formulate > Issue 
the Audit of Client, its Environment, Misstatement and Determine of Controls Substantive an Opinion Audit 
including Internal Control Nature, Timing & Extent Procedures Report 
of Further Procedures 


AU-C 500 requires an auditor to design and perform audit procedures that are appropriate in the 
circumstances for the purpose of obtaining sufficient appropriate audit evidence. 


As discussed in Internal Controls, based on the understanding, the auditor will determine the 
nature, timing, and extent of the substantive tests necessary to gather enough appropriate 
evidence. Sufficiency relates closely to the extent of testing, and Appropriateness relates to the 
nature (timing is a matter of recognizing that tests at year-end provide stronger evidence than 
reliance on tests applied to interim data). 


Sufficient Appropriate Audit Evidence is needed: 
e Sufficiency relates to the quantity (extent) of corroborative evidence obtained. The 
amount is based on the auditor's judgment. 
o Must rely on evidence that is Persuasive rather than Conclusive due to the 
limitations of an audit. 
o The auditor must be aware of the fact that the cost of obtaining evidence may, in 
some circumstances, exceed the benefit obtained by having it (Cost/Benefit 
tradeoff). 


Sufficiency relates to the amount of evidence that is obtained. The auditor will have to consider 
both the costs and benefits of obtaining evidence (high cost alone cannot be a proper reason to 
omit a test, however). The quantity of evidence required is affected by both the risk of material 
misstatement and the quality of evidence. The decision as to sufficiency will be based on the 
determination of the acceptable level of detection risk (DR): 


Acceptable DR = AR / (RMM) 
RMM =IRx CR 


As the RMM decreases due to the identification of effective internal controls in that phase of the 
audit, the acceptable level of detection risk increases, meaning the auditor can reduce the amount 
of substantive testing. Both sufficiency and the appropriateness of audit evidence should be 
considered when assessing risks and designing audit procedures. 

e Appropriateness relates to the measure of the quality (nature) of the audit evidence, 
including its relevance and reliability in providing support for the conclusions on which the 
auditor's opinion is based. 

o Relevance - Evidence is relevant if it provides evidence in support of a relevant 
assertion (U-PERCV). 

o  Reliability/Faithful Representation - The reliability of audit evidence, which 
determines the degree to which it is persuasive to the auditor, is influenced by its 
source and nature. 
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= Persuasiveness of evidence is based on its source: 
1. Directly obtained by auditor (auditor developed - Inventory 
observation) 
2. Obtained from outsider (Outside - Bank confirmations) 
3. Prepared by outsider but obtained from client (outside/inside - bank 
statements) 
4. Prepared by client (/nside - client sales invoices) 
Concerned with accuracy and completeness when using 
info provided by the client 


As indicated in AU-C Section 500, the reliability of audit evidence is directly related to the source 
from which it is obtained, the conditions under which it is developed and acquired, and its form. 
Evidence obtained by an auditor, ranking from the most reliable to the least, may come from the 
following sources. 

1. Audit evidence may be obtained directly by the auditor, such as through the observation 
of the application of a control or walking around the factory facilities to inspect 
manufacturing equipment. This is more reliable than audit evidence obtained indirectly or 
by inference, such as through an inquiry about the application of a control. 

2. The reliability of audit evidence is increased when it is obtained from independent sources 
outside the entity, such as confirmations received directly by the auditor from financial 
institutions or from customers of the client, as opposed to information received from the 
client. 

3. Evidence that originated outside the entity but is provided from inside the entity, such as 
a customer invoice or a bank statement provided to the auditor by the client, is more 
reliable than information that is both received from the entity and prepared by the entity. 

4. The reliability of inside audit evidence that is generated internally is increased when the 
related controls, including those imposed by the entity, over its preparation and 
maintenance, are effective. 

5. Audit evidence in documentary form, whether paper, electronic, or other medium, is more 
reliable than evidence obtained orally. A contemporaneously written record of a meeting, 
for example, is more reliable than a subsequent oral representation of the matters 
discussed. 


Audit evidence provided by original documents is more reliable than audit evidence provided by 
photocopies, facsimiles, or documents that have been filmed, digitized, or otherwise transformed 
into electronic form, the reliability of which may depend on the controls over their preparation and 
maintenance. 


When evaluating the reliability of evidence, the auditor should keep in mind that fraudulent 
misstatement of the financial statements may mean that management may have the ability to alter 
internal documents, from category 4, or external documents within the client's control, as in 
category 3, making this evidence less reliable than that received from outsiders. Evidence received 
from outsiders, however, may also be compromised as a result of collusion. 


The higher the level of validity of evidence, the lower the likelihood that a material misstatement 
will not be detected by the auditor, reducing the achieved level of DR in the audit. An audit with a 
low acceptable level of DR will normally require that the auditor seek the highest level of 
persuasiveness possible. No audit can rely entirely on client-prepared accounting data. 


Keep in mind, however, that the auditor may rely in part on evidence obtained with any level of 
persuasiveness. The representation letter, for example, is obtained in every audit even though it 
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represents the lowest level of persuasiveness due to the absence of any effective internal control 
over management. 


Audit Evidence - AU-C Section 500 defines audit evidence as all the information used by the 
auditor in arriving at the conclusions on which the audit opinion is based, including the 
information contained in the accounting records underlying the financial statements and other 
information. This includes: 

e Accounting Records - Checks, invoices, contracts, the general and subsidiary ledgers, 
journal entries and other adjustments, worksheets, spreadsheets, and other records that 
support cost allocations, computations, reconciliations, and disclosures. 

o Underlying accounting data alone is not sufficient appropriate evidence upon 
which to base the auditor's opinion. 


e Other Information - Corroborative Evidence - Minutes of various meetings of the board 
of directors and others; confirmations; information obtained by the auditor in developing 
an understanding of the entity and its environment, such as comparable data about 
competitors to use for benchmarking purposes; and information obtained by the auditor 
through the performance of audit procedures, such as inquiry, observation, and inspection 
of documents. 


The auditor uses judgment to evaluate both the sufficiency and appropriateness of audit evidence. 
The auditor should also consider the: 

e Significance and likelihood of potential misstatements. 

e Effectiveness of management's responses and controls. 

e Experience gained during previous audits. 

e Results of audit procedures performed. 

e Source, reliability, and persuasiveness of audit evidence obtained. 

e Understanding of the entity and its environment. 
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Lecture 4.02 - Audit Risk, F/S Level & Assertion Level 


As indicated in AU-C Section 315, the purpose of obtaining an understanding of the entity and its 
environment, including its internal control is to identify and assess risks of material misstatement, 
whether due to fraud or error, at the financial statement level and relevant assertion levels to provide 
a basis for designing and implementing responses. 


The auditor will assess the risk of material misstatement (RMM) at the financial statement level, 
which considers the environment in which the entity is operating to determine if there are factors 
that would make the financial statements of the entity more or less likely to be materially 
misstated. This is referred to as inherent risk (IR). As IR increases, RMM gets higher as well. 


The client can reduce RMM at the financial statement level by designing, implementing, and 
maintaining (DIM) internal controls over financial reporting (ICFR) that promote the preparation of 
financial statements that are fairly presented in accordance with the applicable financial reporting 
framework. Internal controls increase the likelinood that errors or fraud will be prevented or that 
they will be detected and corrected on a timely basis so that financial statements will not be 
materially misstated. 


When internal controls are not adequately designed or implemented, there is a risk that a material 
misstatement may occur that will not be prevented or detected and corrected on a timely basis by 
internal controls. This is referred to as control risk (CR) and, similar to IR, a higher CR results ina 
higher RMM. 


Although it is not actually a mathematical formula, if each risk could be measured as a probability, 
some percentage up to 100%, RMM would equal IR x CR. For example, if IR is 50%, indicating that 
there is a 50% probability that the information will be misstated if there are no internal controls to 
prevent or detect and correct it: 


e If CRis 100%, indicating that there are no controls in place to prevent or detect such a 
misstatement, there is a 50% likelihood that the financial information will be misstated. 


e If CRis 50%, the information is likely to be misstated 50% of the time due to inherent risk, 
but 50% of the times that it is, internal controls will prevent or detect and correct the 
misstatement, meaning the information will only be misstated 25% of the time. 


Examples of controls that may reduce CR and RMM at the financial statement level may include: 


e Making certain that personnel involved in the reporting process are properly qualified with 
appropriate education and experience, are adequately trained and supervised, and have 
the resources for education; 


e Management establishing a tone at the top that encourages honesty and integrity and 
adherence to a code of conduct that encourages good behavior; 


e Anaccounting and reporting system that is appropriate for the nature of the entity and the 
complexity of its accounting; and 


e Anatmosphere of transparency in which reasonable objectives are set and employees are 
evaluated based on their achievements. 


Audit risk is the risk that the auditor will issue an opinion that is inappropriate under the 
circumstances. This occurs when the evidence obtained causes the auditor to express a more 
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favorable opinion than would have been expressed if the auditor had all of the facts. Audit risk 
consists of a number of components, each of which has its own implications. 


Audit Risk (AR = IR x CR x DR) 
e RMM (Risk of Material Misstatement = IR x CR) 
o IR= Inherent Risk 
o CR = Control Risk 


e Detection risk - The probability that the auditor's substantive tests will not detect material 
misstatements (AP x TD) 
o AP = risk associated with analytical procedures (that they will not be effective in 
detecting material misstatements) 
o TD = risk associated with tests of details (that they will not be effective in detecting 
material misstatements) 


e In order to keep audit risk (AR) at an acceptable level, the greater the risk of material 
misstatement (RMM), the lower the detection risk (DR) that can be accepted, and the 
greater the extent of substantive procedures required. 


Rely) RMMÎ DR SUBT 
Rely f RMM4 DRTSUBY 


(Risk of Material Misstatement (RMM) {IR x CR} 


Substantive 


testing 


In order to reduce audit risk to an acceptably low level, the auditor should respond to the 
assessed level of risk in two ways: at the financial statement level and at the relevant assertion 
level. 


At the financial statement level, the auditor will consider the users of the financial statements 
and the purposes for which they will be used, to determine if management may have an incentive 
to overstate or understate results of operations and financial position. In addition, the auditor will 
consider the economic and industry conditions, management compensation arrangements, 
financing arrangements and the state of the capital markets, changes in entity management or 
other key personnel, and a variety of other relevant factors in determining if there is an increased 
or decreased risk that the entity may issue materially misstated financial statements. 
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To address the risks of material misstatement at the financial statement level, some of 
the auditor's responses to reduce audit risk to an acceptably low level may include: 


O 
O 


An increased need for professional skepticism of the audit team. 

Consider assigning more experienced staff with specialized skills or even the use of 

specialists. 

The auditor may supervise staff more closely. 

Incorporate more unpredictability in audit procedures. 

Adjust the nature, timing, and extent of further audit procedures (such as shifting 

interim substantive testing to year-end substantive testing) when the control 

environment is weak. 

= When RMM is high because of deficiencies in the entity's internal controls, 

the auditor may respond by performing more procedures near the end of 
the period, rather than at an interim date; applying more substantive 
procedures in order to obtain more extensive audit evidence; and 
increasing the scope of the audit by increasing the number of locations to 
be included. 


The auditor should design and perform further audit procedures whose nature, timing, 
and extent are responsive to the assessed risks of material misstatement at the relevant 
assertion level. The auditor should consider: 


O 
O 


The significance and probability that a material misstatement will occur. 
The characteristics of the class of transactions, account balance or disclosure 
involved. 
The nature of the controls used (manual vs. automated). 
Whether the auditor expects to test the operating effectiveness of the controls in 
preventing or detecting material misstatements. 
= Nature of audit procedures (appropriateness) - this includes both its purpose 
(test of control vs. substantive procedures) and its type (I-CORRIIA). The 
nature of audit procedures is the most important consideration in 
responding to assessed risks. 
The higher the auditors assessment of RMM, the lower the 
acceptable level of DR. 
Lower DR is achieved by obtaining audit evidence that is more 
Relevant & Reliable. 


= Timing of audit tests - this refers to when the audit procedures are 
performed as well as the period or date for which the audit evidence is 
applicable. 
e Tests may be performed at an interim date or at period end. 
e The higher the auditor's risk assessment (RMM), the closer to 
period-end substantive procedures should be performed. 


= Extent of audit procedures (sufficiency) - this refers to the quantity of a 
specific audit procedure to be performed. This is based on auditor's 
judgment and the auditor should consider the tolerable misstatement, the 
assessed risk of material misstatement and the degree of assurance that is 
sought. 

e The higher the auditor's risk assessment (RMM), the greater the 
extent of audit procedures. 

e This may mean more procedures or larger sample sizes to which 
procedures are applied. 
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To address risk at the assertion level, the auditor will consider the individual elements of financial 
reporting. Operating items and account balances will be scrutinized to determine if they represent 
risk of material misstatement and, if so, the type of likely misstatement. This then allows the 
auditor to determine which assertions are most affected and what procedures will be most 
effective in obtaining evidence that either will or will not support the assertion. 


Assets like inventory may represent risk if they are susceptible to theft, in which case the auditor 
will concentrate on the existence assertion. 


The auditor will determine if there are control procedures in place that can be relied upon 
and that, if operating as designed, would effectively prevent theft. 

The auditor may apply substantive procedures, such as comparing physical observations of 
inventory to recorded amounts and performing analytical procedures to determine if the 
relationships among inventory, cost of sales, and gross profits are reasonable. 
Transactions like sales may be misstated due to the use of numerous shipping 
arrangements under various shipping terms, increasing the likelihood that a sale will be 
recognized on an inappropriate date. In this case, the auditor will concentrate effort on the 
cutoff assertion. 

The auditor will determine if there are control procedures in place that can be relied upon 
and that, if operating as designed, would assure that sales are recognized in the 
appropriate period. 

The auditor may apply substantive procedures such as tracing recorded transactions 
surrounding the end of the period to shipping or receiving documents while evaluating 
shipping terms and tracing shipping and receiving documents surrounding the end of the 
period to the journals to determine if they were reported in the appropriate period. 


As mentioned earlier, the auditor may use either a substantive approach, in which substantive 
procedures are emphasized, or a combined approach, in which both tests of controls and 
substantive procedures are used. 


For certain relevant assertions and risks, only substantive procedures will be performed. 
This may occur because either there are no effective controls or because it would not be 
efficient (cost/benefit) to test the operating effectiveness of controls. 
o Substantive procedures should be performed for each material transaction class, 
account balance, and disclosure item. 
o In situations where a significant amount of information is initiated, authorized, 
recorded, processed, or reported electronically, substantive procedures alone may 
not be sufficient. 


In other situations, both tests of the operating effectiveness of controls and substantive 
procedures are used. Typically, if controls are operating effectively, less assurance will be 
required from substantive procedures. 
o The auditor will perform tests of controls to obtain evidence as to whether or not 
controls are functioning effectively as designed. 
= If so, the auditor can reduce the amount of substantive testing considered 
necessary, often increasing the efficiency of the audit. 
«If not, the auditor will not be able to rely on them and will not be able to 
reduce the amount of substantive testing, resulting in an inefficient audit. 
= As a result, the auditor may elect not to perform tests of controls due to the 
inefficiency of performing substantive tests exclusively. 
o Tests of controls are required in circumstances when substantive testing alone 
cannot provide sufficient evidence to adequately reduce the risk of material 
misstatement. 


©Roger CPA Review Page 4-7 


Section 4 


Audit Evidence 


= There may not be documentary evidence to support a transaction, such as 
an unsolicited donation to a not-for-profit organization. 

= No substantive tests can provide meaningful evidence of the fairness and 
the auditor may be required to rely on the internal controls surrounding 
the transaction, such as contributions received, to obtain reasonable 
assurance that an item is not materially misstated. 


Management's Assertions 
(U-PERCV) 
(Financial Statements) > 


Objectives > 


Audit Procedures 
(I-CORRIIA) 
(Substantive Tests) 
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Lecture 4.03 - Management's Assertions 


Management's Assertions (AU-C 315) are representations made by management in the financial 
statements being audited. 


Management makes implicit or explicit assertions regarding the recognition, measurement, 
presentation, and disclosure of information in the financial statements and related disclosures. All 
of the procedures applied in an audit are directed toward the eventual goal of expressing an 
opinion on the financial statements. The auditor should always keep in mind the management 
assertions that are represented in the financial statements. These assertions can be summarized 
as follows (COCA-CURVE) 


e Completeness 
o All transactions and events that should have been recorded have been recorded. 
o All assets, liabilities, and equity interests that should have been recorded have 
been recorded. 
o All disclosures that should have been included in the financial statements have 
been included. 
e Occurrence 
o Transactions and events that have been recorded have occurred and pertain to the 
entity. 
o Disclosed events, transactions, and other matters have occurred and pertain to the 
entity. 
e Cutoff 
o Transactions and events have been recorded in the correct accounting period. 
e Accuracy 
o Amounts and other data relating to recorded transactions and events have been 
recorded appropriately. 
o Financial and other information is disclosed fairly and in appropriate amounts. 
e Classification 
o Transactions and events have been recorded in the proper accounts. 
o Financial information is appropriately presented and described. 
e Understandability 
o Disclosures are clearly expressed. 
e Rights and Obligations 
o The entity holds or controls the rights to assets, and liabilities are the obligations of 
the entity. 
o Disclosed events, transactions, and other matters pertain to the entity. 
e Valuation and Allocation 
o Assets, liabilities, and equity interests are included in the financial statements at 
appropriate amounts, and any resulting valuation or allocation adjustments are 
appropriately recorded. 
o Financial and other information is disclosed fairly and in appropriate amounts. 
e Existence 
o Assets, liabilities, and equity interests exist. 


The auditor should use relevant assertions in assessing risks by considering the different types of 
potential misstatements that may occur, and then designing further audit procedures that are 
responsive to the assessed risks. To identify relevant assertions, the auditor should determine the 
source of likely potential misstatements in each significant class of transactions, account balance, 
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and presentation and disclosure. In determining whether a particular assertion is relevant, the 
auditor should evaluate: 


The nature of the assertion. 

The volume of transactions or data related to the assertion. 

The nature and complexity of the systems used to process information supporting the 
assertion. 


The Management Assertions are grouped within three main categories: 


Assertions about classes of transactions and events for the period under audit (income 
statement) (CPA-CO). 
Assertions about account balances at the period end (balance sheet) (RACE). 
Assertions about presentation and disclosure (financial statements) (RACOU-n). 
o Raccoons (RACOU-n’s) are always presenting and disclosing my garbage at night!! 


Classes of Transactions & Account Balances at year-end Presentation & Disclosures 

Events (CPA-CO) (RACE) (RACOU-n) (Raccoon) 

Completeness Rights and Obligations Rights and Obligations 

Period Cutoff Allocation and Valuation Accuracy and Valuation 

Accuracy Completeness Completeness 

Classification Existence Occurrence 

Occurrence Understandability and 
Classification 


When solving CPA exam questions that call for lists of procedures, the most efficient approach may 
be to group the 11 objectives into six groups. These six groups can then be applied to any area. 
They are U-PERCYV, as follows: 


Understandability & Classification - Management asserts that information is presented 
and described clearly, and transactions and events have been recorded in the Proper 
Accounts. 

Presentation & Disclosure - Management asserts that all accounts are presented in the 
proper sections of the financial statements and that all necessary informative disclosures 
have been made. 

Existence or Occurrence - Management asserts that all assets, liabilities, and equity 
interests listed on the balance sheet exist, and disclosed transactions and events that have 
been recorded have occurred and pertain to the entity. 

Rights & Obligations - Management asserts that it is the legal owner of all assets listed on 
the financial statements, and that the liabilities represent legal obligations of the entity. 
Also, that all disclosed events pertain to the entity. 

Completeness & Cutoff - Management asserts that ALL assets, liabilities, equity interests, 
transactions and events have been recorded and ALL disclosures that should have been 
included have been included. Transactions and events have been recorded in the Correct 
accounting period (CUTOFF). 
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e Valuation, Allocation & Accuracy - Management asserts that amounts are valued using a 
method in accordance with generally accepted accounting principles, and that revenues 
and expenses are allocated to the proper periods. Recorded transactions and disclosures 
have been recorded appropriately. 


Audit Objectives 


e The Auditor develops specific audit objectives in order to substantiate assertions that are 
material to the financial statements. 


Audit Procedures (Substantive Tests) 


There are a variety of audit procedures the auditor may use to obtain audit evidence. (AU-C 330) 
Some procedures are more appropriate for tests of controls, some for substantive testing, and 
some may be used for either or both. In addition, when selecting procedures for substantive 
testing purposes, some are more appropriate for tests of details and others are more appropriate 
for tests of balances. 
e Two categories of Substantive tests 
o Test of details of transactions & events, account balances & presentation & 
disclosures (TD-Test of Details risk) 
o Analytical procedures (AP-Analytical Procedures risk) 


Tests of details refer to tests designed to verify the account balances, the transactions (income 
statement) and presentation and disclosures that occurred during the year and were the source of 
the account balances. 


Analytical procedures refer to examination of the relationship between different numbers and 
nonfinancial information to identify unusual relationships, which may indicate misstated amounts. 
Substantive procedures are required for each material transaction class, account balance, and 
disclosure item. 


Audit procedures should be used by an auditor to obtain an understanding of the entity and its 
environment, including its internal control (risk assessment procedures), to test the operating 
effectiveness of controls (tests of controls), and to detect material misstatements (substantive 
procedures). The auditor should obtain evidence to draw reasonable conclusions on which to base 
an opinion, by performing the following audit procedures: 

e Risk assessment procedures are performed to obtain an understanding of the entity and 
its environment, including its internal control, to assess the risk of material misstatement 
(RMM) at the financial statement and relevant assertion levels. They do not provide a 
sufficient basis for the auditor's opinion. 

e Tests of controls are performed to test the operating effectiveness of controls in preventing 
or detecting material misstatements at the relevant assertions level. They are necessary 
when the auditor's risk assessment presumes controls are operating effectively or if 
substantive procedures alone do not provide sufficient appropriate audit evidence. 

e Substantive procedures should be used to detect material misstatements through tests 
of details and analytical procedures for all relevant assertions related to each material class 
of transactions, account balance, and disclosure. These are used regardless of the 
assessed risk of material misstatement. 


No audit can be performed without including substantive tests of details. Audit procedures (acts 
to be performed) are used as risk assessment procedures, tests of controls, and substantive 
procedures. The following is a list of types of procedures (I-CORRIIA): 
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e Inquiry (e.g., written inquiries and oral inquiries) 
The auditor can make inquiries of management and others. Inquiries may be written or 
oral and may be used in obtaining an understanding of the entity and its environment, 
including its internal controls; to learn about accounting policies and procedures, such as 
how estimates are developed and capitalization policies; how balances were derived, 
including the sources used for developing measurements or the methodology for 
determining balances; or any other matters that the auditor believes a response to which 
will provide audit evidence. 


e Confirmation (e.g., accounts receivable) 
Audit evidence obtained directly from parties outside the entity (discussed later). 


e Observation (e.g., observation of inventory count, observation of control activities) 
The auditor can observe activities, such as the performance of processes, to determine if 
internal controls have been implemented and are being applied effectively. The auditor 
can also observe the taking of a physical count of inventory to both obtain evidence about 
the existence of inventory and to verify the accuracy of the counts. 


e Recalculation (e.g., checking the mathematical accuracy of documents or records) 
The auditor may recalculate information included in the financial statements, such as 
recalculating depreciation expense and accumulated depreciation to compare it to the 
client's amounts. 


e Reperformance (e.g., reperforming the aging of accounts receivable) 
The auditor can actually perform processes to determine the outcome and compare that 
outcome to information provided by the client. The auditor can reperform an internal 
control procedure, for example, to determine if the procedure would be effective in 
preventing a material misstatement from occurring or detecting it so that it can be 
corrected on a timely basis. 


e Inspection of tangible assets (e.g., inventory items) 
The auditor can inspect assets to verify that they are in appropriate condition and that 
they are the same as described by the entity. 


e Inspection (Examination) of records or documents (e.g., invoice for an equipment 
purchase transaction) 
The auditor can inspect documents to determine if they have been interpreted and 
recorded properly. The information on the document may be traced from the source 
document into the books and records to check for completeness, such as tracing the 
inventory quantity from a count sheet directly into the books and records. Performing the 
test in the other direction, however, is called vouching. This occurs when the information is 
vouched from the books back to the source documents, to check for existence or 
occurrence. An example would be vouching the inventory quantity from the books back to 
the inventory count sheets. 
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Tracing - trace from source 
document into books 


o Tracing - Completeness 


o Vouching - Existence or Occurrence 
(completeness). 


Vouching - books — source 
(existence/occurrence) 
e Analytical Procedures (Ratio analysis) 


The study of data comparisons and relationships based on the expectation and 
anticipation theory (discussed below). 


A nice way to remember the audit procedures is that | love to travel the world, and I have even 
been to Korea (I-CORRIIA). 
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Lecture 4.04 - Analytical Procedures (AP) 


Analytical procedures (AP) (AU-C 520) (e.g., scanning numbers for reasonableness, 
calculating ratios) 


e Expectation/Anticipation Theory 
e Relationships between numbers 


Analytical procedures (AP) are audit procedures that involve the auditor developing an expectation 
based on knowledge that may have been obtained from a variety of sources. This expectation is 
then compared to client representations and the degree to which they match will provide the 
auditor with evidence as to the reliability of management's representation. The reliability of the 
expectation, which is generally a function of the source of information used by the auditor to 
develop it, and its precision determine the reliability of the evidence obtained. 


The decision by the auditor as to what tests of details to apply will depend on the level of detection 
risk that must be achieved and the availability of appropriate evidence. Observation, for example, 
may not be possible for an intangible asset, such as goodwill, which does not represent a physical 
asset that can be observed, and may not be necessary when the risk of material misstatement is 
assessed at a low level and the auditor is willing to accept evidence obtained from other sources to 
provide sufficient substantive information. 


The objective of tests of details is to detect material misstatements in the financial 

statements. Since the balances at the financial statement date often depend heavily on 
transactions occurring near the end of the year, the auditor must be careful about the decision to 
perform substantive tests at interim dates. This can increase incremental audit risk and should 
be avoided unless the acceptable level of detection risk is relatively high or the accounts are such 
that year-end balances are reasonably predictable. 


In some cases, tests of details cannot be performed until after the close of the fiscal year under 
audit. Examples include the search for unrecorded liabilities (since the auditor must know what 
was recorded to perform such a search) and obtaining a management representation letter (since 
such a letter must be dated as of the audit completion date). Other tests must be performed as 
close to the balance sheet date as possible, such as the counts of inventory and marketable 
securities on hand. 


In selecting appropriate audit procedures, the auditor may consider the relationship between cost 
and usefulness. However, in situations where there is no appropriate alternative procedure, 
difficulty or expense are NOT valid reasons for choosing to omit necessary audit procedures. 


Assume, for example, that an auditor had determined from the previous period's audit that the 
entity leased its facilities under an operating lease and that the lease, which had a remaining term 
of several periods, had an anniversary date that fell on July 1, the middle of the client's fiscal year, 
and that the lease called for an annual increase of 3% as of the anniversary date. 
e Rentin the previous period was $20,000 per month for the first 6 months, or $120,000, and 
$20,600 per month for the latter 6 months, or $123,600, for a total of $243,600. 
e Rentin the current period is expected to be $20,600 per month for the first 6 months, or 
$123,600, and $21,218 per month in the latter 6 months, or $127,308, for a total of 
$250,908. 
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In addition, the auditors obtained personal knowledge about the client by visiting the client during 
the period and from periodic discussions with management. As a result, the auditor is confident 
that: 

e The client did not move its location during the period; 

e The client did not sublet any part of their facilities during the period; and 

e The client had no need to rent any additional facilities. 


As a result, the auditor can establish an expectation that the client will report rent expense of 
$250,908. If the client reports rent expense of $250,908 for the period, due to the reliability and 
precision of the auditor's expectation, the auditor is likely to conclude that rent expense is not 
materially misstated and that no further audit procedures are required. 


If, on the other hand, the auditor knew, from having performed the previous period’s audit, that 
the client had reported $30,000,000 in sales in the previous period and, based on public 
documents published by the Bureau of Labor and Statistics, that the client's industry saw a 5% rise 
during the previous fiscal period, the auditor may establish an expectation of approximately 
$31,500,000 for the current year’s sales. Without considering actions taken by the client, such as 
new products introduced, old ones discontinued, or marketing efforts; actions of competitors; and 
other factors, the expectation is neither precise nor reliable. 
e If the client were to report sales of $32,000,000, the auditor would not likely be sufficiently 
confident that it was not materially misstated without performing other procedures. 
e Those procedures may relate to tests of internal controls surrounding the reporting of 
sales, tests of the details of the transactions recorded as sales, or some combination of 
both. 


AU-C Section 520, Analytical Procedures, indicates that an auditor should consider various 
factors before deciding to use AP as a substantive test to support amounts reported for classes of 
transactions or account balances. 


Analytical procedures refer to comparisons between amounts reported on the client's financial 
statements and the client's expectations developed from a combination of financial and 
nonfinancial information. A basic premise underlying the use of analytical procedures is that 
plausible relationships can be expected to exist among data. For example, payroll tax expense 
and payroll expense can be expected to have a relationship that reflects the relevant tax rates, 
and actual costs in a manufacturing company can be expected to have a relationship to the 
standard costs established for these categories. These might show up in variance reports that 
would indicate unusual deviations and fluctuations. 


In general, relationships involving income statement accounts are more predictable than those 
involving only balance sheet accounts. For example, there isn't any necessary relationship 
between equipment and accumulated depreciation on equipment (except that the 
accumulated depreciation won't exceed the total cost), but there should be a predictable 
relationship between equipment and depreciation expense on equipment that reflects the 
average useful life of the assets, since that is a basis for the calculation of annual expense. 


There are five basic types of comparisons that may be performed as analytical procedures 
(CRAFT): 
e Client vs. Industry - A client's financial data can be expected to have some plausible 
relationship to industry averages. A client's sales, for example, may have a tendency to rise 
and fall at the same time the revenues of competitors in the industry change. 
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e Related Accounts - Certain accounts are closely associated with each other and have a 
range of expected relationships. Interest expense, for example, should approximate the 
weighted average of liabilities for the period to the weighted average effective interest rate 
paid by the entity. 

e Actual vs. Budget - Results during the year should have a plausible relationship to 
budgets, allowing for the inevitable variances. Actual payroll expenses, for example, 
should be reasonably close to budgets for payroll, given the control management has over 
the level of hiring. 

e Financial vs. Non-financial - Certain non-financial measures are clearly associated with 
dollars of revenues or costs. Number of passenger miles flown during the year, for 
example, should have a predictable relationship to airline revenues. 

e This year vs. Prior - In the absence of extreme changes in the company and with 
appropriate adjustments for normal growth and changes to the entity’s environment, 
income statement amounts for the current period should be closely associated with those 
from previous years of the company. Rent expense, for example, will be similar to the 
previous year in the absence of major changes in company size or alteration of the ratio of 
purchased to leased assets. 


The mnemonic CRAFT will remind the auditor to craft different types of analytical procedures in 
order to achieve the objectives of the audit. 


Keep in mind that, in all cases, the compared data should include at least one amount from the 
actual results of the period under audit. It would make no sense, for example, to compare prior 
year actual amounts with the current year budgeted amounts, even though they are likely to have 
a plausible relationship, since neither set of numbers is included in the financial statements of the 
current period. 


Analytical procedures may be performed at three different times during an audit: 

e Planning - In planning the audit, the application of analytical procedures to the interim 
financial data can help the auditor gain a basic understanding of the client's business and 
identify unusual relationships between data that suggest the need for greater amounts of 
testing of certain accounts. Since the auditor has not yet begun to examine the details of 
the client's information, the procedures will be applied to data that are aggregated ata 
high level. Analytical procedures used during the planning phase of the audit are 
considered risk assessment procedures and are required. 


e Substantive - Analytical procedures may be performed as substantive tests to reduce 
detection risk in the audit. For certain assertions, these procedures may be sufficient to 
satisfy the requirements of the audit, eliminating the need to perform tests of details of 
transactions and accounts (discussed in another module). The decision to use analytical 
procedures instead of tests of details is made based on the auditor's judgment as to the 
relative efficiency and effectiveness of the two types of substantive tests. The use of 
analytical procedures during the substantive testing phases of the audit is optional. 


When using analytical procedures in substantive testing, the auditor should complete the 
following steps: 
1. Determine the suitability of particular substantive analytical procedures for given 
assertions. 
2. Evaluate the reliability of data from which the auditor's expectations are developed. 
3. Develop an expectation for a recorded amount or ratio that is based on recorded 
amounts. 
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4. Evaluate whether the expectation is sufficiently precise to identify a misstatement 
that may cause the financial statements to be materially misstated. 

5. Determine the amount of discrepancy between the recorded amount or ratio and 
the auditor's expectation that would not require further investigation. 

6. Compare the recorded amounts or ratios with the expectations. 

7. Investigate any significant differences from the expectations. 


Overall review - At the conclusion of the audit, analytical procedures are applied to the 
data in order to identify relationships that were not identified earlier in the audit 
engagement. This assists the auditor in assessing conclusions reached and in evaluating 
the overall financial statement presentations. If these procedures suggest the presence of 
misstated account balances, the auditor may have to return to the client and perform 
additional substantive tests of details to satisfactorily complete the engagement. The use 
of analytical procedures during the overall review of the audit is required. 
o These AP should be performed by the manager or partner with overall knowledge 
of the client’s business and industry. 
o The ultimate purpose of these AP is to form an overall conclusion as to whether the 
financial statements are consistent with the auditor's understanding of the entity. 


Some of the most popular ratios that are the basis for analytical procedures include: 


Current ratio - Current assets divided by current liabilities. 

Quick ratio - Quick assets (cash + marketable securities + accounts receivable) divided by 
current liabilities. 

Receivables turnover - Credit sales for the year divided by the average level of accounts 

receivable. 

Inventory turnover - Cost of sales for the year divided by the average level of inventory. 

Debt-equity ratio - Total liabilities divided by stockholders' equity. 


These ratios can be compared with comparable ratios for prior years, budgets, industry averages, 
or other benchmarks to identify data that may be materially misstated. In addition, these ratios 
may be useful in making other determinations necessary in an audit. For example: 


A current ratio of less than 1 may indicate an upcoming inability to pay debts as they come 
due within the current year that may lead the auditor to have substantial doubt as to the 
client's ability to continue as a going concern for a reasonable period of time. 

Avery low inventory turnover ratio may identify slow-moving or obsolete inventory that 
needs to be written down or off in the valuation of ending inventory. 
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It is very important to understand the ratios and the Purpose or Use for the ratios. Some of the 
frequently tested ratios include: 


Ratio 


Formula 


Purpose or Use 


Liquidity - Measures of the company’s short-term ability to pay its maturing obligations. 


1. Working Capital 


2. Current ratio 


3. Quick or acid- 
test ratio 


4. Current cash 


debt coverage ratio 


Current assets - 
Current liabilities 


Current assets 
Current liabilities 


Cash, marketable 
securities, and 


receivables (net) 


Current liabilities 


Net cash provided by 


operating activities 
Average current 
liabilities 


Measures the company’s solvency 


Measures short-term debt-paying ability 


Measures immediate short-term liquidity 


Measures a company’s ability to pay off its current liabilities 
in a given year from its operations 


Activity - Measures how effectively the company uses its assets 


5. Receivables 
turnover 


6. Inventory 
turnover 


7. Asset turnover 


1 


8. Number of days 
supply in average 
inventory 


1 


9. Number of days 
sales in average 
receivables 


Net credit sales 
Average trade 
receivables 


Cost of goods sold 
Average inventory 


Net sales 
Average total assets 


= 360 / Inventory 
Turnover or 
= Average (ending) 
inventory / Average 
daily cost of goods 
sold 


= 360 / Receivables 
Turnover 


Measures liquidity of receivables 


Measures liquidity of inventory 


Measures how efficiently assets are used to generate sales 


Measures number of days required to sell inventory 


Measures number of days required to collect receivables 
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Ratio 


Formula 


Purpose or Use 


Profitability - Measures of the degree of success or failure of a given company or division for a 


given period of time. 


10. Profit margin on 
sales (Gross margin) 


11. Rate of return on 
assets 


12. Rate of return on 
common stock equity 
(Return on equity) 


13. Earnings per share 


14. Price-earnings 
ratio 


15. Payout ratio 


Net income 
Net sales 


Net income 
Average total assets 


Net income minus 
preferred dividends 
Average common 
stockholders’ equity 


Net income minus 
preferred dividends 
Weighted shares 
outstanding 


Market price of stock 


Earnings per share 


Cash dividends 
Net income 


Measures net income generated by each dollar of sales 


Measures overall profitability of assets 


Measures profitability of owners’ investment 


Measures net income earned on each share of common 
stock 


Measures the ratio of the market price per share to 
earnings per share 


Measures percentage of earnings distributed in the form of 
cash dividends 


Coverage - Measures of the degree of protection for long-term creditors and investors. 


16. Debt to 
equity 


17. Debt to total 
assets 


Total debt 


Stockholders’ equity 


Total debt 
Total assets 


18. Times 
interest earned 


19. Cash debt 
coverage ratio 


20. Book value 
per share 


Income before interest 
expense and taxes 
Interest expense 


Net cash provided by 
operating activities 
Average total liabilities 


Common 
stockholders’ equity 
Outstanding shares 


Shows creditors the corporation’s ability to sustain losses 


Measures the percentage of total assets provided by 
creditors 


Measures ability to meet interest payments as they come 
due 


Measures a company’s ability to repay its total liabilities in a 
given year from its operations 


Measures the amount each share would receive if the 
company were liquidated at the amounts reported on the 
balance sheet 
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Lecture 4.05 - Substantive Testing vs. Internal Control 
Testing 


Substantive Testing Internal Control 
C P l R 
O E [a 
R R O C 
R C S 
l V 

l 

A 


To understand the application of the assertions to the audit of individual accounts, let's look at an 
example involving inventory (RACE): 
e Rights and obligations 
o The auditor may determine that the entity has adequate controls to reasonably 
assure that only inventory to which the entity has rights is recorded, in which case 
the auditor will perform tests of controls to make certain that the controls are 
operating as designed. 
o The auditor may obtain evidence about the entity's rights to inventory by tracing 
inventory purchases to supporting documentation. 


e Allocation and valuation 

o The auditor may determine that the entity's procedures for measuring and 
recording inventory reasonably assure that inventory is fairly measured and valued 
in accordance with GAAP, in which case the auditor will perform tests of controls to 
make certain that procedures are being followed as designed. 

o The auditor may obtain evidence that inventory is appropriately reported at the 
lower of cost or net realizable value by performing tests involving recalculation to 
determine if the client has made appropriate calculations. 

o The auditor may perform substantive analytical procedures to obtain satisfaction 
that inventory is fairly stated by comparing amounts reported as inventory and 
cost of sales, as well as the relationships to sales and accounts payable to 
expectations. 


e Completeness 

o The auditor may determine that the entity has adequate controls to reasonably 
assure that all inventories to which the entity has rights are recorded, in which case 
the auditor will perform tests of controls to make certain that the controls are 
operating as designed. 

o The auditor may obtain evidence that all inventory that is owned is recorded by 
tracing items in inventory to the accounting records to make certain that they have 
been recorded. 


e Existence 
o The auditor may determine that recorded inventory actually exists by observing the 
physical inventory. 
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o The auditor may obtain evidence that recorded inventories exist by obtaining 
written confirmations from warehouses storing inventory on behalf of the entity. 


Applying the U-PERCV approach: 

e Understandability & Classification - To verify that transactions and events have been 
recorded in the proper accounts and are clearly described, the auditor would read the 
financial statements and trace purchases into the purchases journal. 

e Presentation & Disclosure - To verify that all necessary disclosures have been made and 
that inventory is classified properly, the auditor will read the financial statements and 
notes. 

e Existence or Occurrence - To verify that the inventory exists, the auditor will observe the 
physical count of inventory. 

e Rights and obligations - To verify that the client owns the inventory, the auditor will 
examine vendor invoices. 

e Completeness & Cutoff - To verify that that the client has included all inventory owned by 
them at year-end, the auditor will perform cutoff tests of receiving and shipping occurring 
in the days surrounding the balance sheet date. 

e Valuation, Allocation & Accuracy - To verify that the client is properly accounting for the 
inventory at the lower of cost or net realizable value, the auditor will review supplier 
catalogs in order to estimate the replacement cost of the inventory on hand. 


With respect to income accounts, such as sales and purchases, the auditor will examine and 
compare documents related to the transactions. In general, documents will be traced through the 
system in the normal order of processing to verify completeness, and will be vouched in reverse 
order to determine existence or occurrence. For example, comparing shipping documents to 
sales invoices verifies that all shipments have been billed (completeness) and comparing sales 
invoices to shipping documents verifies that all bills are for goods actually shipped (existence or 
occurrence). 


Two Different Audit Approaches 


e Test of Balances (Balance Sheet) 
o Many transactions, small dollar amounts 
= Cash, A/R, Inventory, A/P 
e Test of Transactions (Income Statement) 
o Few transactions, large dollar amounts 
«Investments, PP&E, Bonds, N/P, stockholders’ equity 


Opening Balances - Initial Audit & Reaudit Engagements 


The auditor is required to obtain Sufficient Appropriate audit evidence about whether the opening 
balances contain misstatements that materially affect the current period's financial statements. 
(AU-C 510) Therefore, when an auditor initially accepts an engagement to audit the financial 
statements of an entity, or when the auditor is engaged to reaudit the financial statements of a 
period that were previously audited, the auditor has specific concerns to be addressed: 

e Whether or not opening balances are fairly stated. 

e Whether or not accounting principles have been applied consistently in the current period 

in relation to the preceding period. 


The auditor should read the entity's most recent financial statements and the audit report, if any, 
thereon, to identify information that may be relevant to opening balances, disclosures, and 
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consistency. In addition, the auditor should obtain sufficient appropriate audit evidence regarding 
opening balances, including: 
e Whether prior period balances have been correctly brought forward to the current period. 
e Whether opening balances reflect the application of appropriate accounting policies. 
e Whether audit procedures provide sufficient appropriate audit evidence relevant to 
opening balances, and whether they have been applied consistently. 


If the auditor is unable to obtain sufficient appropriate audit evidence regarding opening balances, 
the auditor should issue a modified opinion or a disclaimer of opinion, as appropriate. 
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Lecture 4.06 - Audit Evidence - Class Questions 


1. Which of the following types of audit evidence is the most persuasive? 


Prenumbered client purchase order forms. 
Client work sheets supporting cost allocations. 
Bank statements obtained from the client. 
Client representation letter. 


Qao0o0 


2. Which of the following presumptions is correct about the reliability/validity of audit evidence? 


a. Information obtained indirectly from outside sources is the most reliable audit 
evidence. 

b. To be reliable, audit evidence should be convincing rather than persuasive. 

Reliability of audit evidence refers to the amount of corroborative evidence obtained. 

d. Effective internal control provides more assurance about the reliability of audit 
evidence. 


A 


3. Which of the following statements relating to the appropriateness of audit evidence is always 
true? 


a. Audit evidence gathered by an auditor from outside an enterprise is reliable. 

b. Accounting data developed under satisfactory conditions of internal control are more 

relevant than data developed under unsatisfactory internal control conditions. 

Oral representations made by management are not valid evidence. 

d. Evidence gathered by auditors must be both reliable and relevant to be considered 
appropriate. 


Gy 


4. In determining whether transactions have been recorded, the direction of the audit testing 
should be from the 


General ledger balances. 
Adjusted trial balance. 
Original source documents. 
General journal entries. 


anov 


5. Which of the following comparisons would an auditor most likely make in evaluating an 
entity's costs and expenses? 


The current year’s accounts receivable with the prior year's accounts receivable. 
The current year’s payroll expense with the prior year’s payroll expense. 

The budgeted current year’s sales with the prior year’s sales. 

The budgeted current year’s warranty expense with the current year’s contingent 
liabilities. 


anov 
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6. Tobe effective, analytical procedures in the overall review stage of an audit engagement 
should be performed by 


a. The staff accountant who performed the substantive auditing procedures. 

b. The managing partner who has responsibility for all audit engagements at that practice 
office. 

c. A manager or partner who has a comprehensive knowledge of the client's business and 
industry. 

d. The CPA firm’s quality control manager or partner who has responsibility for the firm's 
peer review program. 


7. An auditor most likely would analyze inventory turnover rates to obtain evidence concerning 
management's assertions about 


a. Existence. 

b. Rights. 

c. Presentation. 
d. Valuation. 


Class Solutions 


1. (c) Evidence provided by the entity is less reliable than evidence provided by independent 
sources, and evidence generated internally is less reliable than evidence generated by 
sources outside the entity. Prenumbered client purchase order forms (a), client work sheets 
supporting cost allocations (b), and the client representation letter (d), are all generated by 
the entity. The bank statement is more reliable since it was generated by an external party, 
the bank. 


2. (d) Information obtained directly by the auditor is more reliable than evidence obtained from 
outside sources (a). By its nature, audit evidence is convincing, rather than persuasive, but 
persuasive evidence would be more reliable than evidence that is convincing (b). Reliability of 
audit evidence refers to the quality of the evidence, while sufficiency refers to the quantity (c). 
When evidence is internally generated, it is more reliable when developed under an effective 
system of internal control than one that is not. 


3. (d) Evidence obtained from outside the entity is more reliable than evidence obtained from 
the entity, but it is not necessarily reliable in all circumstances (a). Accounting data developed 
under satisfactory conditions of internal control are more reliable than data developed under 
unsatisfactory conditions, but whether or not the data is relevant is dependent on the nature 
of the data, rather than the source (b). Oral representations by management are less reliable 
than evidence obtained in writing, but that does not make oral representations invalid (c). 
Evidence gathered by auditors must be valid to be reliable and must be relevant to be 
appropriate to the test being performed. 
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4. (c) When auditing from the general ledger balances (a), the adjusted trial balance (b), or 
general journal entries (d), the auditor is only evaluating transactions that have been 
recorded, which will not assist the auditor in determining if all transactions have been 
recorded. To do so, the auditor will audit from the transaction, which will be evidenced by 
the original source documents, and trace them to the accounting records, thereby making 
certain that the transactions have been recorded. 


5. (b) Comparing the current to prior year’s accounts receivable will provide evidence about 
sales and collections, but will not provide evidence about costs and expenses (a). Likewise, 
comparing the current year’s sales to those of the prior year will provide information about 
sales but not about costs and expenses (c). Comparing the current year’s warranty expense 
with the current year’s contingent liability will provide evidence about the portion of the 
contingent liability that is made up of warranty costs, but will not provide much meaningful 
evidence about costs and expenses in general (d). Comparing the current year's payroll 
expense to the prior year’s amount will provide evidence as to whether expenses, and in 
particular payroll expense, has changed by a reasonable amount from the previous period, 
providing evidence about costs and expenses. 


6. (c) Analytical procedures performed in the overall review stage are designed to allow the 
auditor to evaluate, at the completion of the audit, if the financial statements fairly reflect the 
auditor's understanding of the entity, its financial position and results of operations. This 
should be performed by someone at the manager or partner level with a comprehensive 
understanding of the entity. A staff accountant would not likely have the knowledge or 
experience to perform an overall review (a). The managing partner may have the general 
knowledge and experience to perform an overall review but would not necessarily have the 
direct knowledge of the client necessary to be effective (b). The same would be true of the 
CPA firm's quality control manager or a partner with responsibility for the firm's peer review 
program (d). 


7. (d) Inventory turnover is calculated by dividing cost of goods sold by average inventory. If the 
result is not consistent with the auditor's expectations, it may alert the auditor to a possible 
misstatement involving the valuation of cost of sales or inventory. The auditor would test 
existence through observation (a), rights by tracing to inventory purchase documents (b), and 
presentation by reading the financial statements (c). 
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Task-Based Simulation 4 
1 — 
The Uniform et S sour 
CPA Examination 


Question Number 4 consists of 15 items pertaining to analytical procedures. Select the best 
answer for each item. 


Analytical procedures are evaluations of financial information made by a study of plausible 
relationships among financial and nonfinancial data. Understanding and evaluating such 
relationships are essential to the audit process. 


The following financial statements were prepared by Holiday Manufacturing Co. for the year ended 
December 31, 20X5. Also presented are various financial statement ratios for Holiday as calculated 
from the prior year's financial statements. Sales represent net credit sales. The total assets and 
the receivables and inventory balances at December 31, 20X5, were the same as at December 31, 
20X4. 
Holiday Manufacturing Co. 
Balance Sheet 
December 31, 20X5 


Assets Liabilities and Capital 


Cash $240,000 Accounts payable $160,000 
Receivables $400,000 Notes payable $100,000 
Inventory $600,000 Other current liabilities $140,000 


Total current assets $1,240,000 Total current liabilities $400,000 
Plant and equipment - net $760,000 Long-term debt $350,000 
Common stock $750,000 
Retained earnings $500,000 


Total liabilities and capital $2,000,000 


Total assets $2,000,000 
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Holiday Manufacturing Co. 
Income Statement 
Year Ended December 31, 20X5 


Sales 


Cost of goods sold 


Material 
Labor 
Overhead 


$800,000 
$700,000 
$300,000 


$3,000,000 


$1,800,000 


Gross margin 
Selling expenses 


General and 
administrative expenses 


$240,000 


$300,000 


$1,200,000 


$540,000 


Operating income 


Less interest expense 


$660,000 
$40,000 


Income before taxes 
Less federal income taxes 


$620,000 
$220,000 


Net income 


Items to be answered: 


$400,000 


a. Items 1 through 9 below represent financial ratios that the auditor calculated during the 
prior year's audit. For each ratio, calculate the current year's ratio from the financial 
statements presented on the previous page, select the answer from List A. Calculations 
should be rounded, if necessary, to the same number of places as the prior year's ratios. 
Answers on the list may be selected once, more than once, or not at all. 
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List A 
Ratio Holiday Mfg. Co. Holiday Mfg. Co. Ratio 
12/31/X5 12/31/X4 calculations 
1. Current ratio 2.5 ADD 
2. Quick ratio 1.3 oy 
3. Accounts receivable turnover 5.5 ei 
4. Inventory turnover 2.5 Dre 
5. Total asset turnover 1.2 Ere 
6. Gross margin percentage 35% pea 
7. Net Operating margin percentage 25% i P 
8. Times interest earned 10.3 : 
9. Total debt to equity percentage 50% i ie 
K 7.5 
L 10.0 
M 15.5 
N 16.5 
O 13% 
P 22% 
Q 28% 
R 33% 
S 38% 
T 40% 
U 60% 
V 67% 
Required: 
b. Items 10 through 15 represent an auditor's observed changes in certain financial statement 


ratios or amounts from the prior year’s ratios or amounts. For each observed change, select 
the most likely explanation or explanations from List B. Select only the number of 
explanations as indicated. The observed changes are not related to the calculations in 
requirement a, above, and are independent of each other. Answers on the list may be 
selected once, more than once, or not at all. 


Items to be answered: 
Auditor's observed changes (not related to Items 1-9 and independent of each other). 
10. Inventory turnover increased substantially from the prior year. (Select 3 explanations) 


11. Accounts receivable turnover decreased substantially from the prior year. (Select 3 
explanations) 


12. Allowance for doubtful account increased from the prior year, but allowance for doubtful 
accounts as a percentage of accounts receivable decreased from the prior year. (Select 3 
explanations) 
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13. 


14. 


15. 


Long-term debt increased from the prior year, but interest expense increased a larger-than- 
proportionate amount than long-term debt. (Select 1 explanation) 


Operating income increased from the prior year although the entity was less profitable than 
in the prior year. (Select 2 explanations) 


Gross margin percentage was unchanged from the prior year although gross margin 
increased from the prior year. (Select 1 explanation) 


List B—Explanations 


Sel 
. 


voz zZzr R 


Items shipped on consignment during the last month of the year were recorded as sales. 


A significant number of credit memos for returned merchandise that were issued during the 
last month of the year were not recorded. 


Year-end purchases of inventory were overstated by incorrectly including items received in the 
first month of the subsequent year. 


Year-end purchases of inventory were understated by incorrectly excluding items received 
before the year-end. 


A larger percentage of sales occurred during the last month of the year, as compared to the 
prior year. 


A smaller percentage of sales occurred during the last month of the year, as compared to the 
prior year. 


The same percentage of sales occurred during the last month of the year, as compared to the 
prior year. 


Sales increased at the same percentage as cost of goods sold, as compared to the prior year. 


Sales increased at a greater percentage than cost of goods sold increased, as compared to the 
prior year. 


Sales increased at a lower percentage than cost of goods sold increased, as compared to the 
prior year. 


Interest expense decreased, as compared to the prior year. 

The effective income tax rate increased, as compared to the prior year. 

The effective income tax rate decreased, as compared to the prior year. 

Short-term borrowing was refinanced on a long-term basis at the same interest rate. 
Short-term borrowing was refinanced on a long-term basis at lower interest rates. 


Short-term borrowing was refinanced on a long-term basis at higher interest rates. 
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Task-Based Simulation Solution 4 


1. H The current ratio is current assets of $1,240,000 divided by current liabilities of 
$400,000 or 3.1. 


2. E The quick ratio is liquid assets, consisting of cash and accounts receivable for a 
total of $640,000 (240,000 + 400,000), divided by current liabilities of $400,000 or 1.6. 


3. K Accounts receivable turnover is sales of $3,000,000 divided by average accounts 
receivable. Since the beginning and ending accounts receivable are the same at $400,000 that is 
also the average. As a result, accounts receivable turnover is 7.5 times. 


4. G Inventory turnover is cost of sales of $1,800,000 divided by average inventory. 
Since the beginning and ending inventories are the same at $600,000 that is also the average. Asa 
result, inventory turnover is 3 times. 


5. D Total asset turnover is sales of $3,000,000 divided by average total assets. Since 
the beginning and ending total assets are the same at $2,000,000 that is also the average. As a 
result, total assets turnover is 1.5 times. 


6. T The gross margin percentage is the gross margin of $1,200,000 divided by sales of 
$3,000,000 or 40%. 


7. P The net operating margin percentage is the operating income of $660,000 divided 
by sales of $3,000,000 or 22%. 


8. N Times interest earned is net income before interest and taxes, which is $660,000 
divided by interest of $40,000 resulting in a ratio of 16.5 times. 


9. U The total debt to equity percentage is total liabilities, including current liabilities 
and long-term debt with a total of $750,000 (400,000 + 350,000), divided by total stockholders’ 
equity, consisting of common stock and retained earnings for a total of $1,250,000 (750,000 + 
500,000), resulting in a ratio of 60%. 


10. ABD Inventory turnover is cost of goods sold divided by average inventory. It will 
increase if cost of goods sold increases or if average inventory decreases. If items shipped on 
consignment were recorded as sales (A), cost of sales would be overstated and inventory would be 
understated increasing inventory turnover. If credit memos for merchandise returned were not 
recorded (B), inventory would also be understated and cost of goods would be overstated. If year- 
end purchase of inventory were understated (D), year-end inventory would be understated 
resulting in a reduction in average inventory and an increase in the ratio. 


11. ABE Accounts receivable turnover is sales divided by average accounts receivable. It will 
decrease if there is a decrease in sales or an increase in average accounts receivable. If items 
shipped on consignment were recorded as sales (A), both sales and accounts receivable would be 
overstated and the increase to accounts receivable would be proportionately higher resulting in a 
decrease to accounts receivable turnover. If credit memos for merchandise returned were not 
recorded (B), again both sales and accounts receivable would be overstated with the increase to 
accounts receivable proportionately higher resulting in a decrease to accounts receivable turnover. 
If a larger percentage of sales occurred at the end of the current year compared to the previous 
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year (E), the ending accounts receivable balance would be higher, increasing average accounts 
receivable and decreasing accounts receivable turnover. 


12. ABE When the ratio of the allowance for doubtful accounts to accounts receivable 
decreases, either the allowance must decrease or accounts receivable must increase. Since the 
allowance increased, accounts receivable must have increased by a proportionately greater 
amount. Recording items shipped on consignment as sales (A) would overstate accounts 
receivable as would failure to record credit memos for merchandise returned (B). If a larger 
percentage of sales occur at the end of the current year compared to the previous year (E), the 
ending accounts receivable balance would be higher, also decreasing the ratio. 


13. P When interest expense increases by a proportionately higher amount than the 
increase in long-term debt, it will generally indicate that the interest rate on the newer long-term 
debt is higher than the rate paid on the previous debt. This would be the case if short-term 
borrowings were refinanced on a long-term basis at higher interest rates (P). 


14. LP If operating income increases and net income decreases, there must have been an 
increase in either nonoperating items like interest expense, or income taxes. This would be the 
case if there is an increase in the tax rate (L), or if short-term debt is refinanced on a long-term 
basis at a higher interest rate (P). 


15. H If the gross margin percentage remained the same while the amount of the gross 
margin increased, both sales and cost of sales must have increased proportionately during the 
period (H). 
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Lecture 4.07 - F/S Accounts: Cash 


F/S Accounts: Think of I-CORRIIA 


To develop an audit plan for specific items on the financial statements, the auditor will determine 
which assertions apply, based on whether the item being examined is a class of transactions, an 
account balance, or a disclosure or presentation related item. The auditor will also identify which 
assertions are relevant assertions in that a misrepresentation could result in a material 
misstatement to the financial statements. For each relevant assertion: 

e If the auditor is planning to test controls, the auditor will identify the controls that support 
the assertion, determine how to test them, and determine what substantive procedures 
will be performed if controls prove to be reliable. 

e If the auditor is not planning to test controls, the auditor will determine the substantive 
tests that will provide evidence that will support that assertion. 


Cash & Cash Equivalents 


In obtaining evidence about cash and cash equivalents, the auditor will first evaluate whether 
there is reason to believe that cash and cash equivalents is misstated at the financial statement 
element or account balance level. The auditor will consider the amount reported as cash and cash 
equivalents and apply analytical procedures to determine if the amount seems reasonable 
considering, for example: 

e The normal pattern of expenditures experienced by the entity; 

e The entity's policies for maintaining minimum and maximum balances in cash and cash 
equivalents, and for cash reserves, along with the means of maintaining balances within 
that range; and 

e The entity's policies for authorizing expenditures. 


Objectives 
o Adequate I/C 
o Rights and obligations (cash is not restricted). 
o Allocation and valuation (cash recorded in the appropriate amount). 
o Completeness (all cash included). 
o Existence (cash balances actually exist). 
e Confirmation - bank reports balances of deposits and loans 
e Bank reconciliation 
e Bank cutoff statement 
e Kiting — attempt to overstate cash by showing deposit in current year and disbursement 
per books in subsequent year. 


Applying the RACE approach (Account balance): 


Rights and Obligations 
The accounts containing cash and cash equivalents are owned by the entity and are not 
encumbered or otherwise restricted by parties outside the entity. A misrepresentation in relation 
to rights and obligations might occur if there is an account included in cash and cash equivalents 
that is subject to an externally imposed restriction or is pledged as collateral for an obligation of 
the entity. 

e Bank confirmations to verify account holder. 

e Bank confirmations to identify restrictions. 


Page 4-32 ©Roger CPA Review 


Audit Evidence Section 4 


Allocation and Valuation 
The amounts reported as cash and cash equivalents are accurately measured. A 
misrepresentation in relation to valuation and allocation might occur if the amount of either cash 
on hand or cash on account was overstated or understated. 

e Bank confirmations to verify balance per bank. 

e Review bank reconciliations to corroborate amounts. 

e Reconcile summary schedules to general ledger. 

e Obtain bank cutoff statement to verify amounts on bank reconciliation. 

e Observation of cash and cash equivalents on hand at balance sheet date. 

e Test translation of foreign currency balances. 


Completeness 
All cash and cash equivalents that are owned by the entity are included in the reported balance. A 
misrepresentation in relation to completeness might occur if cash on account or on hand that is 
attributed to the entity is not reported. 
e Perform analytical procedures to determine if amounts and volume of transactions match 
expectations. 
e Bank confirmations to banks with closed accounts to identify unreported balances. 


Existence 
The amount reported as cash and cash equivalents represents cash and cash equivalents that are 
either on hand or on account. A misrepresentation in relation to existence might occur if the entity 
reported accounts held with financial institutions that did not exist or reported cash on hand that 
did not exist, such as petty cash accounts. 

e Bank confirmations to balances. 

e Observation of cash and cash equivalents on hand at balance sheet date. 


There are various forms of evidence the auditor may use in the audit of cash and cash equivalents. 
Some will be obtained from the client, some directly from outside sources, and some may result 
from the direct actions of the auditor. Evidence the auditor may use includes: 

e Bank statements received by the client and provided to the auditor; 

e Bank statements related to accounts closed during the period received by the client and 
provided to the auditor; 

e Bank cutoff statements, bank statements that are for a relatively short period beginning 
with the first transaction after the last bank statement provided to the entity at the end of 
its fiscal period, received directly by the auditor; 

e Bank reconciliations prepared by the client; 

e Bank confirmations from all institutions with which the entity has accounts and for which 
the entity had accounts that had been closed, obtained directly by the auditor from each 
financial institution; 

e Observation of cash and cash equivalents on hand at balance sheet date; and 

e Minutes of meetings of those responsible for governance to identify authorization for 
opening, closing, or encumbering cash or cash equivalents. 


Applying the PERCV approach: 


Presentation & Disclosure 


e Review disclosures for compliance with GAAP 
e Inquire about compensating balance requirements and restrictions 
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Existence or Occurrence 


e Confirmation/observation 
e Count cash on hand 
e Prepare bank transfer schedule (kiting) 


In seeking evidence that cash and cash equivalents exist, the auditor will determine if there are 
controls in place that would provide assurance that reported cash balances actually did exist. 
These controls might include: 
e Periodic reconciliation of reported cash balances to bank statements or other statements 
of account received from account holders performed by an appropriate party; or 
e Periodic test counts of petty cash both on prescribed dates, such as at the end of each 
month, and on randomly selected dates to enhance the possibility of detecting fraudulent 
use. 


Substantive procedures the auditor may perform in relation to existence may include: 

e Inspection - The auditor may inspect the bank reconciliations prepared by the entity, 
matching bank statements received from financial institutions by the entity to each 
reported account to verify the existence or the accounts; 

e Observation - The auditor may either observe the counting of petty cash accounts and 
other cash on hand or will perform independent counts to verify that petty cash amounts 
reported on the balance sheet actually exist; and 

e Confirmation - The auditor may obtain confirmations and bank cutoff statements directly 
from institutions holding cash accounts on behalf of the entity to verify that the reported 
accounts actually exist. 


Rights & Obligations 


e Review cutoffs (receipts and disbursements) 
e Review passbooks, bank statements 


In seeking evidence that the entity had rights to all cash and cash equivalents that are reported as 
such on the financial statements, the auditor will determine if there are controls in place that 
would provide assurance that amounts reported as cash and cash equivalents have not been 
encumbered and are the rightful property of the entity. These might include: 
e Policies established by those responsible for governance limiting the authority to 
encumber cash or cash equivalents; 
e Instructions from those responsible for governance to financial institutions to inform 
governance of any encumbrances placed on cash or cash equivalent accounts; and 
e Accounting policies requiring that the encumbering of cash or cash equivalent accounts 
requires their reclassification out of cash and cash equivalents into an appropriate asset 
category. 


Substantive procedures the auditor may perform in relation to rights and obligations may include: 

e Confirmation - The auditor may obtain confirmations directly from institutions holding 
cash accounts on behalf of the entity to verify that there are no encumbrances affecting 
the accounts held at that institution; 

e Inquiry - The auditor may inquire as to whether there are any encumbrances that have 
been placed on any accounts containing cash or cash equivalents; and 

e Inspection - The auditor may read minutes of meetings of those charged with governance 
to determine if the encumbrance of any cash or cash equivalent accounts have been 
authorized. 
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Completeness & Cutoff 


e Perform analytical procedures 
e Review bank reconciliation 
e Obtain bank cutoff statement to verify reconciling items on bank reconciliation 


In seeking evidence that the entity has reported all cash and cash equivalents, the auditor will 
determine if there are controls in place that would provide assurance that all cash and cash 
equivalents owned by the entity are reported. These might include: 
e Policies and procedures related to the receipt and depositing of cash to make certain that it 
is deposited into accounts that are owned and reported by the entity; and 
e Periodic high-level reviews by management of cash receipts and disbursements to 
determine if reported amounts are reasonable in relation to expected and known levels of 
activity experienced by the entity. 


Substantive procedures the auditor may perform in relation to completeness may include: 

e Confirmation - The auditor may obtain confirmations directly from institutions in which the 
entity held accounts that were closed during the period; 

e Inquiry - The auditor may inquire of management as to whether there are any accounts in 
which the entity is holding cash or cash equivalents that are not included in amounts 
reported on the financial statements; and 

e Analytical Procedures - The auditor may compare the amounts and the volume of 
transactions to the auditor's expectations. 


Valuation, Allocation & Accuracy 


e Foot (adding) summary schedules 
e Reconcile summary schedules to general ledger 
e Test translation of any foreign currencies 


In seeking evidence that the entity has reported all cash and cash equivalents in appropriate 
amounts, the auditor will determine if there are controls in place that would provide assurance 
that all cash and cash equivalents owned by the entity are reported. These might include: 
e Periodic reconciliation of reported cash balances to bank statements or other statements 
of account received from other account holders performed by an appropriate party; and 
e Periodic test counts of petty cash. 


Substantive procedures the auditor may perform in relation to valuation and allocation may 
include: 

e Confirmation - The auditor may obtain confirmations directly from institutions in which the 
entity holds accounts and compare the balance as of the end of the accounting period to 
the amount used in the bank reconciliation; 

e Inspection - The auditor may inspect bank reconciliations to determine that all amounts 
are correct and agree with amounts in the trial balance and on the financial statements; 

e Recalculation - The auditor will obtain a bank cutoff statement for each cash and cash 
equivalent account held at an institution and perform a reconciliation to verify that 
amounts for deposits in transit, outstanding checks, and other issues that required time for 
clearance that were reported on the bank reconciliation at the end of the period either 
cleared the account or were otherwise resolved; 

e Recalculation - The auditor may prepare a summary of all cash and cash equivalents and 
trace the amount to the trial balance and, ultimately, to the amount reported on the 
financial statements; 
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e Recalculation - The auditor may verify accuracy of conversion of foreign currency balances 
into the reporting currency; and 
e Observation - The auditor may observe cash and cash equivalents on hand at balance 


sheet date. 
- Bank statement (12/31) Bank balance (Per bank) 
- Bank confirmation (balance, direct liabilities) + Deposits in Transit 
- Bank Cut-off statement - Outstanding checks Bank Cut-Off 
- Bank reconciliation (eee eens Statement 


Book (G/L) 


Cash and cash equivalents are particularly susceptible to fraud. Of all fraud schemes, 
misappropriation of assets is the most common and the asset that is most frequently 
misappropriated is cash. This is done in a variety of ways. 

e Cashiers and others may be stealing cash receipts. This is evaluated as part of the 
understanding of the revenues and cash receipts systems. 

e Employees and others may be stealing cash from cash registers, petty cash accounts, or 
other areas in which there may be cash that is accessible. The entity's policies regarding 
cash receipts and the handling of petty cash will be evaluated to determine the entity's 
susceptibility. 

e Employees and others may be stealing cash by causing the entity to make inappropriate 
cash disbursements in the form of overpayments, payments without the receipt of goods 
or services, payments to phantom entities or employees, and others. The auditor 
evaluates these in the various tests related to cash disbursements as part of the audit of 
expenses and the handling of other expenditures. 

e Management may overstate cash using some technique, such as kiting, to hide the 
overstatement. 


Kiting is a special type of fraud used by management to overstate cash and cash equivalents at 
the end of the period. It is accomplished by making transfers from one of the entity's accounts to 
another, recording the increase in the recipient account at the end of the current fiscal period and 
recognizing the decrease in the disbursing account at the beginning of the subsequent period. 
Provided the checks did not clear the disbursing account before the year-end, the disbursements 
would simply not be recorded and, as a result, would not be a reconciling item. The deposits to 
the recipient accounts, however, will be reported as deposits in transit that will be shown as 
clearing the account shortly after year-end on the cutoff statement. 


One common way in which kiting can be detected is when the auditor prepares a schedule of 
intercompany bank transfers. Using such a schedule, the auditor can verify that the reduction in 
the disbursing account is recorded in the same period as the increase in the recipient account. 
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Intercompany bank transfer schedule (12/15 - 1/15) 


Understating cash - 
Deposit in Transit 


The auditor still wants to confirm banks with no balance because a loan payable with the bank may 
exist. 


There aren't many complications in the audit of cash. Cash on hand is usually verified by 
performing a count at the balance sheet date. In performing the audit of cash in bank, the auditor 
will examine the bank statements sent to the client, including a cutoff statement, sent directly by 
the bank to the auditor, with a closing date a couple of weeks following the year-end (to ensure 
that outstanding checks and deposits in transit have cleared within a reasonable period of time). 


The auditor will also obtain a standard bank confirmation directly from the bank. The 
information that will be provided includes: 
e Balances in all deposit accounts as of the balance sheet date. 
e Outstanding loan balances at that date. 
e Collateral agreements on loans (including agreements to maintain compensating balances 
in cash accounts). 


The bank will only send such a confirmation at the request of the client, but since the information 
is provided directly to the auditor by the bank, it has a higher level of persuasiveness than bank 
statements and other information examined by the auditor at the client's premises. One concern 
is that the specific bank employee preparing the form may not be aware of all the financial 
relationships the client has with the bank, in which case the information provided to the auditor 
may be incomplete. 


An auditor will also be examining the statement of cash flows that must accompany the other 
financial statements. Since this statement is derived entirely from transactions affecting the 
balance sheet and income statement, one of the auditor's responsibilities is to reconcile the 
amounts on the statement of cash flows to the information on the two source statements. 


Special attention must be paid to transfers made by the client between different bank accounts 
around the balance sheet date. The auditor will prepare an interbank transfer schedule that 
includes all checks written from one of the client's accounts to another for the few days 
surrounding year-end. 


The Interbank Transfer schedule might look as follows: 


Bank Accounts Disbursement Date Receipt Date 
Check Per Per Per Per 
No. From To Books Bank Books Bank 
576 East Bank West Bank Dec 30 Jan 4 Dec 30 Jan 3 
583 West Bank East Bank Jan3 Jan 2 Dec 30 Dec 31 
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The auditor will examine each transfer with the intention of identifying: 
e Deposits in transit at the balance sheet date. 
e Evidence of kiting of checks. 


With respect to deposits in transit, the auditor wants to make sure that these are listed on the 
bank reconciliation in determining the correct balance of the receiving account (so that the total 
cash in bank will not be understated). In the normal sequence, the check will first be written from 
the disbursing account and posted to the cash disbursements journal (or check register) on that 
date. 


Thus, the disbursement date per books should be the earliest date of the four. The check may 
then be transmitted to another location for deposit, which will cause a delay in the deposit of the 
check at the receiving bank. A deposit in transit occurs when the disbursement per books 
occurred before year-end but the receipt per bank occurred after year-end. 


Kiting is an attempt by the client to overstate total cash in the bank by reporting a receipt in the 
current period without reporting the equivalent disbursement. Kiting occurs when the 
disbursement per books occurred after year-end but the receipt (per books and/or per bank) 
occurred before year-end (Check #583 above). 
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Lecture 4.08 - F/S Accounts: Receivables 


Objectives 


e Adequate I/C. 

e Rights and obligations (the entity has a legitimate claim to receivables). 

e Allocation and valuation (receivables are presented at net realizable value (NRV)). 
e Completeness (all receivables are reported). 

e Existence (receivables actually exist). 


In obtaining evidence about receivables, the auditor will first evaluate whether there is reason to 
believe that receivables are misstated at the financial statement element or account balance level. 
The auditor will consider the amount reported as accounts receivable and apply analytical 
procedures to determine if the amount seems reasonable. Based on the auditor's knowledge of 
the client's collection policies and the strictness with which they are enforced, the auditor will 
develop an expectation for the number of days’ sales in accounts receivable: 

e If the client has policies that are strictly enforced, the auditor may be able to develop an 
expectation that is adequately precise and adequately reliable to establish a very narrow 
expectation range. 

o If the client's reported amount is within that range, it would be considered strong 
evidence that the balance was not materially misstated, reducing the timing, extent, 
and nature of further audit procedures to be applied. 

o If the client's reported amount falls outside the range, the auditor will make 
inquiries to determine if there is a reasonable explanation, such as a large 
customer being given extended terms, or if it is indicative of a potential 
misstatement. 


e If the client's policies are not clearly established or strictly enforced, the relationship 
between accounts receivable and sales is not predictable in a manner that is either precise 
or reliable. 

o The auditor would not obtain any meaningful evidence by performing such 
analytical procedures; and 

o The auditor may determine that the lax policies represent a control deficiency and 
potentially a significant deficiency or material weakness. 


The auditor may also apply an analytical procedure to the allowance for doubtful accounts if the 
relationship between accounts receivable and the allowance is predictable. This will also depend, 
to a degree, on how strictly the entity enforces its collection policies and the degree to which it is 
systematic in determining when accounts will be written off, turned over to collection, or subjected 
to some other action. 


Applying the RACE approach (Balance Sheet): 


Rights and Obligations 
The entity is entitled to the proceeds from the collections of the receivables. A misrepresentation 
in relation to rights and obligations might occur if the entity was acting as an agent in the sale of 
goods and is, therefore, not entitled to the proceeds or if receivables have been used as collateral, 
invalidating the entity's claim to the proceeds from collection. 

e Accounts receivable confirmations. 

e Tracing receivables to documentation of sales transactions. 
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Allocation and Valuation 
The amounts reported as receivables are accurately measured. A misrepresentation in relation to 
valuation and allocation might occur if receivables are overstated, perhaps because of 
misappropriated cash receipts or understated due to an unrecorded sale. 

e Accounts receivable confirmations. 

e Tracing receivables to subsequent collections. 

e Review of process for estimating allowance for uncollectible accounts. 

e Analytical procedures to evaluate the reasonableness of receivables. 


Completeness 
All receivables to which the entity is entitled to the proceeds from collection are included in the 
reported balance. A misrepresentation in relation to completeness might occur if a receivable due 
to the entity was not recorded, perhaps as a result of an unrecorded sale transaction. 

e Trace sales transactions to recorded accounts receivable. 

e Analytical procedures to evaluate the reasonableness of receivables. 


Existence 
The amount reported as receivables represent claims for cash or other financial instruments that 
are enforceable against other parties. A misrepresentation in relation to existence may occur if the 
entity records sales and the related receivables from transactions that did not actually occur. 

e Accounts receivable confirmations. 

e Tracing receivables to documentation of sales transactions. 

e Tracing receivables to subsequent collections. 


There are various forms of evidence the auditor may use in the audit of receivables. Some will be 
obtained from the client, some directly from outside sources, and some may result from the direct 
actions of the auditor. Evidence the auditor may use includes: 
e Prenumbered sales invoices, shipping reports, and documents related to the selection of 
merchandise from inventory prepared internally by the entity; 
e Customer purchase orders received by the entity from the customer and provided to the 
auditor by the entity; 
e Aged analyses of accounts receivable used as a basis for determining the appropriate 
balance in the allowance for doubtful accounts; 
e Correspondence between the entity and the customer regarding a receivable; 
e Sales invoices and periodic statements sent by the entity to its customers; 
e Confirmations sent directly from the customer to the auditor; and 
e Evidence of subsequent collection. 


Applying the PERCV approach: 


Presentation & Disclosure 


e Review disclosures for compliance with GAAP 
e Inquire about pledging, discounting 
e Review loan agreements for pledging, factoring 


Existence or Occurrence 


e Confirmation 
e Inspect notes 
e Vouch (examine shipping documents, invoices, credit memos) 
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In seeking evidence that receivables exist, the auditor will determine if there are controls in place 
that would provide assurance that reported receivables actually do exist. These controls might 
include: 
e Information processing controls requiring that supporting documents that evidence a sale 
are evaluated and matched before recognizing receivables; and 
e Periodic evaluations by management to verify that past due accounts and write-offs are 
not due to nonexistent customers. 


Substantive procedures the auditor may perform in relation to existence may include: 

e Inspection - The auditor may inspect the documentation that supports a receivable, 
including the customer purchase order, entity sales order, shipping documents, documents 
requesting that the goods be moved from inventory to shipping, and sales invoices to 
verify that the transactions creating the receivables actually occurred; 

e Observation - The auditor may trace receivables to subsequent collections; and 

e Confirmation - The auditor may obtain confirmations directly from customers to verify that 
reported amounts are actually owed to the entity. 


Rights and Obligations 


e Review cutoffs (sales, cash receipts, sales returns) 
e Inquire about factoring of receivables 


In seeking evidence that the entity had rights to all receivables that are reported on the financial 
statements, the auditor will determine if there are controls in place that would provide assurance 
that the entity is entitled to collections from amounts reported as receivables that the receivables 
have not been encumbered. These might include: 
e Policies established by those responsible for governance limiting the authority to borrow 
using receivables as collateral; and 
e Information processing controls requiring that supporting documents that evidence a sale 
are evaluated and matched before recognizing receivables. 


Substantive procedures the auditor may perform in relation to rights and obligations may include: 

e Inspection - The auditor may inspect the documentation that supports a receivable 
including the customer purchase order, entity sales order, shipping documents, documents 
requesting that the goods be moved from inventory to shipping, and sales invoices to 
verify that the transactions creating the receivables were satisfied by the entity; 

e Observation - The auditor may trace receivables to subsequent collections; and 

e Confirmation - The auditor may obtain confirmations directly from customers to verify that 
reported amounts are actually owed to the entity. 


Completeness & Cutoff 
e Perform analytical procedures 


In seeking evidence that the entity has reported all receivables, the auditor will determine if there 
are controls in place that would provide assurance that all receivables owned by the entity are 
reported. These might include: 
e Using prenumbered forms for all transactions and accounting for all numbers missing 
from a particular sequence; and 
e Periodic high-level reviews by management of receivable balances in relation to sales to 
determine if reported amounts are reasonable in relation to expected and known levels of 
activity experienced by the entity. 
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Substantive procedures the auditor may perform in relation to completeness may include: 

e Confirmation - The auditor may obtain confirmations directly from customers to verify that 
all amounts owed to the entity are reported. 

e Recalculation - The auditor may account for the sequence of all prenumbered documents 
that are used in the process to make and record sales on account. 

e Observation - The auditor may trace shipping documents for transactions occurring near 
the end of the period to the accounting records to make certain that there is a proper 
cutoff and that all sales and receivables were recognized in the appropriate period: 

o The auditor may account for the numerical sequence of all shipping documents to 
make certain that all shipments are accounted for. 

o The auditor may trace shipping documents to sales invoices to make certain that all 
goods shipped have been billed to the customer. 

o The auditor may account for the numerical sequence of all sales invoices to make 
certain that all sales are accounted for. 

o The auditor may trace sales invoices to the sales journal to make certain that all 
sales have been recorded. 

e Analytical Procedures - The auditor may compare the amounts reported as receivables to 
the auditor's expectations that are based on the auditor's knowledge of the entity's 
receivable policies and its reported sales for the period. 


Valuation, Allocation & Accuracy 


e Foot subsidiary ledger 

e Reconcile subsidiary ledger to general ledger 

e Examine subsequent cash receipts 

e Age receivables to test adequacy of allowance for doubtful accounts 

e Discuss adequacy of allowance for doubtful accounts with management and compare to 
historical experience 


In seeking evidence that the entity has reported all receivables in appropriate amounts, the auditor 
will determine if there are controls in place that would provide assurance that all receivables to 
which the entity is entitled are reported at appropriate amounts. These might include: 
e Receivables are regularly evaluated to determine if accounts should be written down or off; 
e Discrepancies reported by customers are investigated on a timely and appropriately 
thorough basis; and 
e Periodic high-level reviews by management to determine if receivables seem reasonable in 
relation to the entity's volume of activity. 


Substantive procedures the auditor may perform in relation to valuation and allocation may 
include: 

e Confirmation - The auditor may obtain confirmations directly from customers verifying the 
amounts that are owed to the entity; 

e Recalculation or Inspection - The auditor may either obtain an aged analysis of the client's 
receivables and calculate an estimated amount for the allowance for doubtful accounts to 
be compared to the client's balance, or the auditor may review the client's aged analysis to 
determine if the allowance was properly calculated and reported; and 

e Observation - The auditor may trace amounts reported as receivables to subsequent 
collections. 
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External Confirmations 


External confirmations (AU-C 505) are considered one of the more reliable sources of audit 
evidence. As indicated: 
e Audit evidence obtained directly from parties outside the entity, like external confirmation, 
is more reliable than evidence obtained from within the entity; and 
e Evidence in documentary form is more reliable than evidence obtained orally. 


External confirmations may be used for a variety of audit purposes, including: 

e Confirmations to banks regarding bank balances and related transactions. 

e Confirmations to customers to verify accounts receivable amounts and terms. 

e Confirmations to vendors to verify accounts payable amounts and terms. 

e Confirmations to warehouses to verify existence of inventories or other assets being held 
for the entity. 

e Confirmations to brokers or investment firms to verify existence and balances of 
investment securities held on behalf of the entity. 

e Confirmations to lenders to verify amounts due and terms. 


AU-C Section 505, External Confirmations, requires the auditor to use external confirmations for 
accounts receivable, unless: 
e The overall accounts receivable balance is not material; 
e The use of external confirmations is not expected to be effective; or 
e RMM atthe relevant assertion level is low and the auditor can address the assessed risk 
through the use of other planned substantive procedures. 


When using external confirmations, the auditor is required to maintain control over various 
aspects of the confirmation process. Specifically, the auditor should: 
e Determine the information to be confirmed or requested. 
e Select the appropriate party to whom to address the confirmation. 
e Design the confirmation requests to make certain: 
o They are addressed to the appropriate responding party. 
o Responses are provided directly to the auditor. 
e Send the requests, including follow-up requests. 


There are three types of confirmations: 


e Negative confirmations, in which the customer is asked to respond only if the amount is 
incorrect. 
o No need to respond. 
The auditor does not expect the request to be ignored. 
A low exception rate expected. 
No news is good news. RMM J (CRY) 
Most applicable for small balances. 
Provides implicit evidence. 


oO O00 0 0 


e Positive (RSVP) confirmations, in which the customer is asked to verify the correctness of 
the amount on the confirmation. 
o Requires a response. 
o Most applicable for large balances. RMM 7 (CRT) 
o Provides Explicit evidence. 
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e Blank confirmations, a special form of positive confirmation, in which the customer is asked 
to provide an amount without being told the value on the client's records. 


Factors that may suggest the need for positive or blank confirmations may include: 
e Alarge balance 
e An active account 
e Delinquency 
e High assessed level of Risk of Material Misstatement (RMM) 
e The expectation that the customer will not pay attention to a negative confirmation 


One problem with the use of positive confirmations is that some parties may not respond or may 
do so, but not on a timely basis. Methods that encourage a higher response may include: 

e The use of clear language on the confirmation; 

e Sending the confirmation to a specific individual; 

e Identifying the entity being audited; 

e Having the client sign the confirmation request by hand; 

e Setting a deadline for a response; 

e Sending second requests; and 

e Calling addressees to obtain oral confirmation and request a response to the written 

confirmation. 


When an addressee does not respond to a positive confirmation, there are various actions an 
auditor may take, including: 
e Sending second confirmation requests; 
e Asking the client to contact the addressee to request a response; 
e Review related transactions in subsequent periods, such as cash receipts in relation to 
accounts receivable; 
e Inspect supporting documents, such as a customer's purchase order and shipping 
documents; 
e Examine correspondence between the addressee and the client; or 
e Consider an audit adjustment. 


AU-C 505 also suggests that when reconciliation of aggregate balances to positive or blank 
confirmation requests proves difficult, confirmation of single transactions, such as individual 
invoices, may be a Suitable alternative. 


Due to the inherent risks associated with e-mail or FAX responses to requests for confirmation of 
accounts receivable, mailed returns of the original request and verification by telephone in the 
case of faxed or emailed responses, are considered preferable. 


If management refuses to allow the auditor to perform external confirmation procedures, the 
auditor should seek evidence to determine if management's reasons are valid and reasonable. 
e If so, the auditor will evaluate the effect on the risk of material misstatement and apply 
alternative audit procedures. 
e If not, or if the auditor is not able to obtain sufficient appropriate audit evidence applying 
alternative audit procedures, the auditor should: 
o Communicate with those in charge of governance; and 
o Evaluate the implications on the audit and on the auditor's report. 


One fraud risk factor associated with receivables is the possibility of lapping. Lapping occurs 
when cash received on account is misappropriated, resulting in the overstatement of a customer's 
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account. When cash is subsequently received from another customer, a portion is allocated to the 
customer whose account is overstated, resulting in an overstatement of the latter customer's 
account. 


This type of fraud can best be prevented by appropriate segregation of duties since, to be 
successful, the person misappropriating the cash receipts will also have to be able to influence 
how receipts are applied to accounts. A lack of segregation of duties or collusion will make this 
type of fraud more likely to occur. 


Because the overstatement of a customer's balance moves from one customer to another as 
collections are received, this type of fraud may be very difficult to detect. There are two factors 
that make it more readily detectable: 

e Ifthe perpetrator commits this type of fraud on a repetitive basis, which is often the case, 
the amount of overstatement and the number of accounts affected will increase to a point 
where it will be difficult to conceal; and 

e If the amount is material and the company has clear credit and collection policies that are 
strictly enforced, the relationship between accounts receivable and sales will change, which 
should alert management or the auditor to a potential problem. 


Lapping of A/R - Attempt to cover theft of receivables collection by posting subsequent collection 
from another customer to that subsidiary account. 


A R C 


Ca 


Segregation of 


Duties Breakdown 


Home Depot Costco OSH Yardco 


$10,000 Se ee Se aa Ne ee 


(Payment from Costco gets credited to Home Depot, OSH gets credited to Costco, etc) 


Although confirmations provide the strongest evidence of the existence of the receivable, keep in 
mind that there are other management assertions that need to be verified, and other procedures 
may be more appropriate to achieve additional audit objectives: 

e Valuation - The fact that a customer has confirmed a balance does not prove they will pay 
it. The best evidence of the valuation of the receivable is subsequent collection (since the 
audit is likely to continue more than 30 days following the balance sheet date, most sales 
under terms of net 30 will be collected before the auditor's report has to be issued). Other 
valuation procedures include inspecting the aging of receivables and examining credit 
ratings of customers to determine if the allowance for uncollectibles is sufficient. 

e Completeness - Since the primary concern of the auditor with respect to receivables is 
overstatement, and special emphasis is placed on confirming large account balances 
claimed by the client, confirmations cannot be expected to provide significant information 
about understated receivables. Also, a customer is not as likely to inform the auditor if the 
balance is understated, since the customer benefits from the amount being too low. The 
best evidence of completeness is to perform cutoff tests on shipments occurring 
immediately before and after the balance sheet date, to ensure that all sales taking place 
during the year have been recorded in sales and accounts receivable. In addition, tracing 
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of shipping documents to sales invoices will help verify that all shipped goods have been 
billed to customers, and the examination of the numerical sequence of shipping 
documents and sales invoices will ensure that documents have not been lost and, as a 
result, not been posted to sales. 


The auditor should perform tests to ensure that lapping of receivables is not taking place. 


Lapping is used by a receivables bookkeeper to disguise the theft of collections from 
customers. 


The technique involves the following: 


A check or cash payment from a customer on a receivable is misappropriated (stolen) by 
the bookkeeper or another employee in collusion with the bookkeeper. 

Since deposits are periodically reconciled to postings in the receivables records, payment 
cannot be posted to the customer's account. 

So that the customer won't complain about the failure to be credited for payment 
(exposing the theft), the bookkeeper posts a later payment from a second customer to that 
first customer's account. 

This, of course, now causes the second customer's account to be misstated, but the 
bookkeeper simply posts a payment from a third customer after that to the second 
customer's account. 

Of course, this complicated scheme must be continued indefinitely to cover the theft, but 
in companies that frequently receive payments of the same amount from different 
customers (for instance, a cable company that has standard monthly rates), it may be 
possible to steal several payments and cover them easily with later payments of equal 
amount. 


In a strong internal control structure, the segregation of the duties of collection and posting will 
make lapping more difficult, and periodic rotation to another employee of the responsibility of 
posting to receivables records will prevent the bookkeeper from being able to indefinitely cover 
such thefts. 


The substantive test by the auditor that is most likely to detect lapping involves a comparison of 
the dates on checks deposited to the bank with the posting dates in the receivables records, since 
lapping will always require that "covering" payments be from a later collection. 


Uncollectible Accounts Receivable 


A/R 10Q 


Sales Revenue a 
NRV = 95 


Bad Debt expense 
Allowance for Uncollectible 
accounts (Doubtful accounts) 5 


S 
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Lecture 4.09 - F/S Accounts: Investments In Securities & 
Derivatives 


In obtaining evidence about investments in securities and derivatives, the auditor will first evaluate 
whether there is reason to believe that investments are misstated at the financial statement 
element or account balance level. The auditor will consider the entity's policies for retaining and 
investing working capital, for accumulating funds for long-term or short-term investment 
purposes, and related to distributions to shareholders. The auditor may also look at investment- 
related income to determine if it seems reasonable in relation to the level of investment reported 
by the entity. (AU-C 501) 


Objectives 


e Adequate I/C 

e Rights and obligations (Entity owns investments) 

e Allocation and valuation (investment is reported at appropriate amount) 
e Completeness (all investments reported) 

e Existence (investments exist) 


Applying the RACE approach (Account Balance): 


Rights and Obligations 
The entity owns the investments that are reported. A misrepresentation in relation to rights and 
obligations might be the inclusion on the balance sheet of investments that are held on behalf of 
others and are not the property of the entity. 

e Inspect underlying agreements 

e Trace to documentation supporting acquisition 

e Confirm significant terms with counterparties and holders 

e Review bank confirmations for evidence of use as collateral 


Allocation and Valuation 


The amounts reported as investments are accurately measured. A misrepresentation in relation to 
valuation and allocation might occur if investments that are required to be reported under the 
equity method are not, if investments in derivatives or in marketable trading or available-for-sale 
securities are not reported at fair value, or if investments in held-to-maturity marketable debt 
securities are not reported at amortized cost. 

e Confirm significant terms with counterparties and holders 

e Compare to market values for financial instruments with observable market data 

e Test amortization of discount or premium 

e Review financial statements of major investees 


Completeness 


All investments in securities and derivatives owned by the entity are included in the amount or 
amounts reported on the balance sheet. A misrepresentation in relation to completeness might 
occur if the entity held investments that were excluded from the balance sheet. 

e Reconcile dividends received to publicly available information 

e Obtain confirmations from counterparties regarding the absence of side agreements 

e Confirm holdings with 3 party custodians 
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Existence 


The amount reported as investments in securities and derivatives are actual investments in the 
custody of the entity or in the custody of a third party on behalf of the entity. A misrepresentation 
in relation to existence might be the inclusion on the balance sheet of investments that have 
already been sold or the recording of an expenditure for an expense or other item as an 
investment. 

e Confirm with 3 party custodians 

e Reconcile to interest and dividends received 

e Physically observe securities in the client’s custody 

e Trace to acquisition documentation 


There are various forms of evidence the auditor may use in the audit of investments in securities 
and derivative instruments. Some will be obtained from the client, some directly from outside 
sources, and some may result from the direct actions of the auditor. Evidence the auditor may use 
includes: 
e Stock certificates and bonds held by the entity; 
e Contracts with counterparties related to derivative instruments; 
e Communication between the entity and third parties holding investment securities on 
behalf of the entity; 
e Activity and settlement statements from third parties with custody of investment securities 
on behalf of the entity and from third parties charged with administering derivatives; 
e Minutes of meetings of those charged with governance authorizing activities involving 
investments in securities and derivatives; 
e Management's analyses used to determine if investments, other than those reported at fair 
value, have been impaired; 
e Client schedules of investments and investment activity; 
e Bank statements and cancelled checks evidencing payments for purchases and deposits 
from sales of investments in securities and derivatives; and 
e Confirmations sent directly from issuers of investment securities, counterparties to 
derivative instruments, and custodians of securities on behalf of the entity. 


Using the PERCV approach: 
Presentation & Disclosure 


e Review disclosures for compliance with GAAP 

e Inquire about pledging 

e Review loan agreements for pledging 

e Review management's classification of securities 

e Inquire about derivatives to understand the economic substance (see Derivatives below) 


Existence or Occurrence 


e Confirmation of securities held by third parties 
e Inspect and count 
e Vouch (to available documentation) 
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In seeking evidence that investments exist, the auditor will determine if there are controls in place 
that would provide assurance that reported investments actually do exist. These controls might 
include: 

e Controls requiring that all securities remain in the custody of the treasurer’s department 
or, when in the custody of a third party, that only the treasurer’s department has the ability 
to authorize purchase or sale transactions; and 

e Security instruments are kept in a secure location. 


Substantive procedures the auditor may perform in relation to existence may include: 

e Confirmation - The auditor may obtain confirmations directly from third parties holding 
investment securities on behalf of the entity, from counterparties to derivative 
instruments, and from issuers of investment securities held by the entity; 

e Inspection - The auditor may inspect the investment securities that are in custody of the 
client; and 

e Reperformance - The auditor may trace recorded investments to purchase documents, 
evidence of payment, and authorizations from those charged with governance. 


Rights & Obligations 


e Review cutoffs (examine transactions near year-end) 

e Confirmation of significant terms with counterparties and holders 
e Inspect underlying agreements 

e Consider findings from other audit procedures 


In seeking evidence that the entity had rights to all investments in securities and derivative 
instruments that are reported on the financial statements, the auditor will determine if there are 
controls in place that would provide assurance that the entity has not either used the investments 
as collateral or is otherwise not entitled to the rights associated with the investments. 


In most cases, rights and obligations is not a high-risk assertion in relation to these items. The 
entity will generally have custody of investment securities, or they will be held in custody for the 
entity, where possession is evidence of ownership. A lender, requiring investment securities as 
collateral, will generally take possession of the security instruments, or they will be put into a 
custodianship that is not accessible by the client. Controls might include: 
e Policies established by those responsible for governance limiting the authority to borrow 
using investments as collateral; and 
e Periodic evaluation of the reasonableness of investment income in relation to the 
investments owned by the entity. 


Substantive procedures the auditor may perform in relation to rights and obligations may include: 

e Inspection - The auditor may inspect stock certificates, bonds, and other securities 
maintained in the entity's possession; 

e Inspection - The auditor may inspect the documentation that supports transactions 
occurring near the end of the period to make certain that the cutoff is appropriate and that 
all transactions were reported in the appropriate period; 

e Confirmation - The auditor may obtain confirmations from holders of investment 
securities on behalf of the client, counterparties to derivative instruments, and issuers of 
investment instruments; 

e Inspection - The auditor may inspect agreements and documents with counterparties to 
derivative instruments; and 

e Analytical Procedures - The auditor may evaluate the reasonableness of investment 
income in relation to the entity's investment activity. 
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Completeness & Cutoff 


Perform analytical procedures 

Reconcile dividends received to published records 

Confirmation by counterparties or holders concerning existence of undisclosed side- 
agreements 

Tests to determine existence of undisclosed instruments 

Inspection of documents to determine existence of undisclosed embedded derivatives 
Comparing beginning account detail with ending account detail 

Review of board minutes 


In seeking evidence that the entity has reported all investments in securities and derivative 
instruments, the auditor will determine if there are controls in place that would provide assurance 
that all investments owned by the entity are reported. These might include: 


Periodic reconciliation of investment securities held to amounts reported on the financial 
statements; and 

Trace dividends, interest, or other investment income received to investment securities 
that are reported on the financial statements. 


Substantive procedures the auditor may perform in relation to completeness may include: 


Confirmation - The auditor may obtain confirmations directly from third parties holding 
securities on behalf of the entity, counterparties to derivative instruments, and closely-held 
issuers of securities owned by the entity; 

Analytical Procedure - The auditor may evaluate the reasonableness of interest, dividend, 
and other investment income in relation to the investments held; 

Inspection - The auditor may review agreements with counterparties to derivative 
instruments and other documents related to investment activities to determine if there are 
imbedded derivatives; 

Inspection - The auditor may review the client's schedule reconciling beginning balances in 
investment accounts to ending balances, tracing increases and decreases to supporting 
documentation; and 

Inspection - The auditor may review minutes of meetings of management and those 
charged with governance authorizing transactions involving investments. 


Valuation, Allocation & Accuracy 


Foot summary schedules 

Reconcile summary schedules to general ledger 

Test amortization of premiums and discounts 

Determine the market value for trading and available-for-sale securities 
Review audited financial statements of major investees 


In seeking evidence that the entity has reported all investments in securities and derivative 
instruments in appropriate amounts, the auditor will determine if there are controls in place that 
would provide assurance that all investments are properly accounted for. These might include: 


For equity method investments, policies for obtaining information about investee earnings 
and policies and procedures for making adjustments to balances of equity method 
investments; 

For investments measured at amortized cost, policies and procedures for calculating 
amortization of discount or premium and verification of its accuracy; 

For investments reported at amortized cost and under the equity method, policies and 
procedures to identify factors that may indicate an impairment and for measuring and 
recording an impairment that is determined to have occurred; 
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e Policies and procedures for obtaining information about fair value for those investments 
reported at fair value; and 

e Policies for measuring fair value when level 1 inputs are not available, including means of 
determining adjustments to fair values for investments whose fair value is measured using 
level 2 inputs and the valuation techniques applied for investments whose fair value is 
measured using level 3 inputs. 


Substantive procedures the auditor may perform in relation to valuation and allocation may 
include: 

e Recalculation - The auditor may independently determine market value for investments in 
trading securities, available-for-sale securities, and other investments reported at fair 
value; 

e Inspection - The auditor may obtain audited financial statements of investees accounted 
for under the equity method to verify the amount of earnings and adjustments to the 
investment reported by the entity; 

e Inspection - The auditor may review statements from financial institutions, counterparties 
to derivative instruments, or other parties designated as administering derivative 
instruments to verify fair value; 

e Recalculation - The auditor may recalculate interest and dividend income that should have 
been earned on investments reported by the entity and compare to amounts received and 
reported; 

e Recalculation - The auditor may foot and cross foot schedules of investments maintained 
by the client and trace balances to the general ledger and the financial statements; and 

e Analytical Procedure - The auditor may evaluate the relationship between investment 
income and amounts reported as investments to determine if it seems reasonable. 


When auditing investments, the auditor will verify the rights and obligations assertion by 
determining the client's ownership of the securities (this also can be considered proof of the 
existence of the investments). There are two principal techniques that will be used: 

e Confirmation - For securities that are being held by independent custodians (such as 
brokerage firms), the auditor will obtain confirmation of the client's ownership of securities 
directly from the custodians. Note that confirmation cannot be with the investee 
companies themselves, since they will usually list the custodian as the owner of all shares 
held by that custodian on behalf of all their clients. 

e Observation - The auditor will perform a count of securities that are held by the client. In 
many cases, these securities are kept in a safe deposit box at the bank, and the auditor will 
accompany the client to the bank to open the box and perform the count. 


A count of securities at the bank should be performed as close to the balance sheet date as 
possible, and the auditor must be concerned about the possibility of securities being added or 
removed in the time interval between the date of the count and the balance sheet date. The bank 
cannot access the box directly, nor will it know what might have been added or removed during a 
visit to the bank by the client. Nevertheless, the auditor can ensure that the securities in the box at 
the balance sheet date were identical to those at the time of the count by simply directing the 
client not to access the box during the time interval between the count and the balance sheet date, 
and the auditor can examine the bank record of the dates on which access to the box was 
obtained by the client. 


For example, if the year ends December 31, and the auditor performs the count on January 5, the 
auditor will look at the access record of the bank, and if the last access before the count date was 
December 30, will know that the contents of the box are identical to those at the balance sheet 
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date. If the auditor chooses to perform the count on December 27, the client can be directed not 
to access the box in the remaining days of the year, and the auditor can later contact the bank to 
verify that no access occurred between December 27 and December 31. 


Investments, other than those accounted for under the equity method of accounting, are valued 
on the basis of one of two approaches: 
e Some are valued on the basis of the investee’s financial results. When this is the case, the 
auditor should: 

o Obtain and read the investee’s financial statements and accompanying audit 
report. 

o If financial information is not audited or otherwise not acceptable, the auditor 
should apply audit procedures to the financial statements or arrange for another 
auditor to do so. 

o Obtain sufficient appropriate audit evidence for factors not recognized in the 
investee’s financial statements or assets with fair values significantly different from 
carrying amounts. 

o Evaluate the effect of a potential lack of comparability when the investee’s financial 
information is for a period other than that of the financial statements of the 
reporting entity. 


e Derivatives and some other investment securities are valued at fair value. When this is the 
case, the auditor should: 

o Evaluate whether methods used for determining fair value are consistent with 
requirements, if any, of the applicable financial reporting framework. 

o Determine if methods used by brokers or dealers are appropriate when values are 
obtained from such sources. 

o Obtain evidence to support management's assertions about fair value determined 
using a valuation model, when appropriate. 


For derivative instruments accounted for as hedges, the auditor will generally apply additional 
procedures: 
e The auditor will evaluate the hedged item and the derivative being used as a hedge to 
determine if the relationship is appropriate; 
e The auditor will review the client's documentation to verify that all of the requirements for 
reporting a derivative as a hedge have been met; 
e The auditor will evaluate the client's analysis used to determine if the derivative will be 
accounted for as a fair value hedge or a cash flow hedge; and 
e The accountant will verify amounts reported as the fair value of the derivative instrument 
at the financial statement date and will test the application of the accounting approach 
being used by the entity. 


AU-C Section 501, Audit Evidence - Specific Considerations for Selected items, requires the auditor 
to apply certain approaches when obtaining evidence related to the value of investments. 


e For investments with a value that is based on the entity's performance, such as equity 
method investments, the auditor should: 
o Read the investee’s financial statements and, if appropriate, the audit report 
associated with them; 
o Apply auditing procedures, or arrange for another auditor to do so, in relation to 
investee financial statements that are either not audited or for which the audit 
report is unsatisfactory; 
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o Obtain evidence to support amounts, including fair values, that are materially 
different from amounts on investee financial statements; and 

o Evaluate the effects of a difference in the period covered by the financial 
statements of the investee and the period covered by the reporting entity's 
financial statements. 


e For derivative instruments and investments measured at fair value, the auditor should: 

o Determine if the method used for determining fair value by the reporting entity is 
consistent with the requirements of the applicable financial reporting framework 
for determining fair value; 

o Obtain an understanding of the valuation techniques applied by third-party sources 
of fair value to determine their appropriateness; and 

o Obtain evidence supporting management's valuation when determined using a 
valuation model, including whether or not the model is appropriate. 


AU-C Section 501 also requires the auditor to evaluate management's conclusions regarding 
whether or not investments have been impaired and obtain evidence supporting any impairment 
adjustment reported, including a determination as to whether or not the requirements of the 
applicable financial reporting framework have been appropriately applied. It also requires the 
auditor to obtain evidence about unrealized increases or decreases in the fair values of derivatives 
recognized or disclosed due to the derivative's ineffectiveness. 


Think of Derivatives and Hedging instruments (FASB ASC Topic 815) 
A derivative is a financial instrument with the following three characteristics (SUN): 


e Settlement is for a net amount - A derivative will be settled at a future date with an 
exchange of cash or assets that are in amounts equivalent to the difference between the 
relative positions of the parties to the derivative. 

o Inan interest rate swap, for example, the parties do not pay one another the 
different interest amounts, but one party pays the difference between the amounts 
to the other. 

o Ina forward exchange contract, the parties do not actually exchange currencies, 
but one party pays the difference in value between the currencies to the other. 


e Underlying and Notional amount -The total amount at which a derivative will be settled 
is determined by applying one or more underlyings to one or more notional amounts or 
payment provisions. 

o An underlying is a specified interest rate, security price, commodity price, foreign 
exchange rate, price or rate index or other variable that is applied to the notional 
amount to determine the value of a party's position. 

o The notional amount is the number of units, which may be currency units, shares, 
bushels, pounds, or some other unit. 

«In an interest rate swap, it is the principal balance upon which interest is 
calculated. 

«Ina forward exchange contract, it is the number of foreign currency units 
that the contract is for. 
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e Nonet investment - At the time the derivative contract is entered into, there is either no 
initial investment by either side, or the amount of the initial net investment is smaller than 
would ordinarily be required for a comparable response to changes in market factors. 

o In the case of an interest rate swap or forward exchange contract, the parties each 
believe they are in the more favorable position and the only cost is that of 
establishing and documenting the understanding between the parties. 

o In the case of a stock option, the investor is paying substantially less than the cost 
of the underlying shares, but will experience comparable gains and losses as the 
value of the shares fluctuate. 


e Examples include: 
o Option contract (Has right but not obligation to purchase/sell in the future) 
= Put option - right to sell shares 
= Call option - right to acquire shares in the future 
o Futures contracts (Has right and obligation to deliver/purchase foreign currency or 
goods in the future, through an exchange, at a price set today) 
o Forward contracts (similar to a futures contract but between the parties without 
the use of an exchange) 
o Swaps, such as interest rate swaps (contracts to exchange cash flows based on 
underlying values) 


Hedging activities are defensive strategies to protect an entity against the risk of adverse price or 
interest rate movements on certain assets, liabilities or anticipated transactions. Among the 
substantive procedures performed, the auditor should gather evidence to determine whether 
management: 

e Complied with GAAP hedge accounting requirements 

e Expected that the hedging strategy would be “highly effective” 

e Periodically assessed the hedge’s ongoing effectiveness 


The auditor verifies the assertion of allocation or valuation with respect to investments in various 
ways: 

e Trading (HFT) and Available-for-sale (AFS) securities (debt only) - Since these are 
reported at market value, the auditor will verify the prices at the balance sheet date 
through a public source of information, such as the Wall Street Journal. 

e Held-to-maturity securities - Since these are carried at amortized cost, the auditor will 
recompute the amortization. 

e Equity method investments - Investments in companies over which the client has 
significant influence are adjusted for income and dividends of the investee, and the auditor 
will obtain the financial statements of the investee company to verify the amounts utilized. 

e Investment income - To verify reported dividend and interest income, the auditor will 
(1) examine dividend and interest record books produced by investment advisory services, 
such as Moody's Investment Service, and (2) perform analytical procedures to determine 
the reasonableness of the relationship between investment income and investments. 


At time of purchase of Investment 
Investment X 
Cash X 


Unrealized Gain (at year end) 


Allowance for Increase X 
Unrealized Gain X (Trading- I/S / AVS - OCI) 
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Marketable Debt Securities 


Trading securities (HFT) Available for sale (AFS) Held to maturity 


Balance Sheet: 


Current only Current/non-current Non-current 
Debt only Debt only Debt only 
FMV FMV Amortized cost 


Cum *Unrealized gains/losses 
in equity as accumulated other 
comprehensive income 


Stmt of Comprehensive Income: 


INCOME: 
*Unrealized gains/losses 
Realized gain/loss Realized gain/loss Realized gain/loss 
Interest income Interest income Interest income 
Non-temporary Non-temporary 
decline in value decline in value 
OTHER COMP INCOME: Unrealized gains/losses 
(OCI) 
Cash Flows: 
Operating activity Investing activity Investing Activity 


Auditing Accounting Estimates, Including Fair Value Accounting Estimates, & 
Related Disclosures 


GAAP requires companies to use “fair value” for measuring, presenting, and disclosing various 
accounts (e.g., investments in trading or available-for-sale securities, assets and liabilities acquired 
in a business combination, assets and liabilities exchanged in nonmonetary transactions, 
derivatives, impaired assets, and financial instruments for which the entity has elected the fair 
value option). Fair value is generally considered to be the amount at which an asset could be sold 
in a current transaction between willing parties, or the amount that would have to be paid to 
transfer a liability. Auditing fair values is similar to that of other estimates in that a combination of 
three approaches is often used: (1) review and test management's process, (2) independently 
develop an estimate, or (3) review subsequent events. (AU-C 540) 


The auditor will consider estimates when performing risk assessment procedures by obtaining an 
understanding of: 
e Requirements of the applicable financial reporting framework regarding estimates. 
e How management determines when estimates are necessary for the recognition or 
disclosure of items in the financial statements. 
e How management develops accounting estimates and the data upon which they are 
based. 
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Based on the understanding, the auditor will evaluate the risk of material misstatement of 
estimates and will undertake one or more of the following, taking into account the nature of the 
accounting estimate: 


Determine whether events up to the date of the auditor's report provide evidence 
regarding the estimate. 

Test the methods and assumptions used by management and the data on which they are 
based. 

Test the operating effectiveness of controls over the development of accounting estimates. 
Develop an expectation in the form of a point or range of estimates to use as a basis for 
evaluating management's estimate. 


In addition, when estimates represent significant risks of material misstatement to the financial 
statements, the auditor will apply additional procedures: 


Address the effects of estimation uncertainty, including whether management has 
considered alternative assumptions and whether management's assumptions are 
reasonable. 

Evaluate management's decision to recognize or not recognize accounting estimates and 
the basis used for measurement. 

Evaluate the reasonableness of the accounting estimates. 

Determine if disclosures are in compliance with the applicable financial reporting 
framework. 

Review decisions and estimates to evaluate for potential management bias. 


The auditor will also document the basis for the auditor's conclusions about the reasonableness of 
estimates giving rise to significant risks and indicators of possible management bias. 
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Lecture 4.10 - F/S Accounts: Inventories 


Observation - Verify Existence 


In obtaining evidence about inventories, the auditor will first evaluate whether there is reason to 
believe that inventories are misstated at the financial statement element or account balance level. 
The auditor will consider the amount reported as inventories and apply analytical procedures to 
determine if the amount seems reasonable. Based on the auditor's knowledge of the client's 
inventory policies, such as reorder points and economic order quantities, the availability of 
inventories, their shelf lives, the relationship between sales and cost of sales, inventory turnover, 
and various other factors, the auditor will establish an expectation for the amount of inventory the 
client should have on hand, which will be compared to the amount reported by the client. 

(AU-C 501) 


Objectives 


e Adequate I/C 

e Rights and obligations (Inventory is owned by entity) 

e Allocation and valuation (Quantities are correct and properly priced) 
e Completeness (All inventory is included) 

e Existence (Inventory actually exists) 


Applying the RACE approach (Account balance): 
Rights and Obligations 
The entity owns the inventories. A misrepresentation in relation to rights and obligations might be 
the inclusion on the balance sheet of inventory held on consignment on behalf of another entity or 
including purchased inventory in transit that is shipped under a destination contract. 

e Trace inventories to purchase documents 

e Perform search and obtain bank confirmations to determine if inventory is pledged as 

security 
e Review consignment agreements to identify inventory not owned 


Allocation and Valuation 


The amounts reported as inventory are accurately measured. A misrepresentation in relation to 
valuation and allocation might occur if inventory is overstated, perhaps due to the failure to apply 
the lower of cost or net realizable rule, or understated because of inventory that was incorrectly 
counted during the inventory count. 
e Evaluate the entity's procedures for valuing inventory 
e Determine replacement cost and recalculate floor and ceiling to evaluate lower of cost or 
market measurements 
e Verify that inventory counts match quantities in the accounting records 
e Evaluate obsolete and slow-moving inventory for potential adjustment 
e Perform analytical procedures to evaluate the reasonableness of inventories and the 
relationships to accounts payable and cost of sales 


Completeness 


All inventory owned by the entity and held for sale in the ordinary course of business is included in 
the amount reported on the balance sheet. A misrepresentation in relation to completeness might 
occur if inventory that the company owned was excluded from the inventory balance, such as 
inventory sold and in transit that was shipped under a destination contract. 
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e Evaluate inventory counting procedures to make certain that all inventory is counted 
e Trace inventory counts to accounting records 

e Identify inventory held by employees, consignees, and warehouses 

e Analytical procedures to evaluate the reasonableness of receivables 


Existence 


The amount reported as inventories are existing goods held for sale in the ordinary course of 
business. A misrepresentation in relation to existence might be the inclusion on the balance sheet 
of inventory that has already been sold or goods in transit that are not yet, or no longer, the 
property of the entity. 

e Observe the physical count of inventories 

e Confirm with warehouses and consignees with custody of the entity’s inventories 


There are various forms of evidence the auditor may use in the audit of inventories. Some will be 
obtained from the client, some directly from outside sources, and some may result from the direct 
actions of the auditor. Evidence the auditor may use includes: 
e Purchase orders and receiving reports indicating that the inventory was ordered and 
received; 
e Reconciliations of perpetual inventory records to periodic physical counts taken by the 
client; 
e Agreements with consignees and consignors; 
e Confirmations from warehouses, consignees, and others that may be holding inventory on 
behalf of the entity; 
e Client inventory count sheets; 
e Bank confirmations indicating whether there are any collateral arrangements involving the 
entity's inventories; and 
e The auditor's personal observation of inventory. 


Applying the PERCV approach: 


Presentation & Disclosure 


e Review disclosures for compliance with GAAP 
e Inquire about pledging 
e Review purchase commitments 


Existence or Occurrence 


e Confirmations of consigned inventory and inventory in warehouses 
e Observe inventory count 


In seeking evidence that inventories exist, the auditor will determine if there are controls in place 
that would provide assurance that reported inventories actually do exist. These controls might 
include: 

e Controls limiting access to inventory to authorized parties to prevent inventory theft; 

e Information processing controls that provide assurance that all inventory recorded in 
perpetual inventory records have been purchased and title and risk of loss has transferred 
to the entity; 

e Periodic counts by the entity to verify that amounts included in the inventory records 
continue to exist; and 

e Counting procedures that indicate what items have been counted to avoid counting the 
same inventory multiple times. 
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Substantive procedures the auditor may perform in relation to existence may include: 

e Inspection - The auditor will observe the entity's physical count of inventory and perform 
test counts; 

e Inspection - The auditor will trace recorded inventory items to materials requisitions, 
purchase orders, and receiving reports; 

e Inspection - Evaluate purchases and sales of inventory near the end of the period, 
including shipping terms, to determine if it is appropriately included in, or excluded from, 
inventory; and 

e Confirmation - The auditor will obtain confirmations directly from warehouses, consignees, 
and others having possession of the entity's inventory. 


When inventory is material, AU-C Section 501, Audit Evidence - Specific Considerations for 
Selected Items, requires the auditor to attend the physical inventory count for the purpose of 
obtaining evidence regarding the existence of inventory and its condition. While attending the 
physical inventory count, the auditor should: 

e Evaluate instructions and procedures; 

e Observe the performance of count procedures; 

e Inspect inventory; and 

e Perform test counts. 


Having obtained evidence about the accuracy of the inventory count, the auditor will also perform 
procedures to determine if the physical counts are accurately reported in the accounting records. 
If the count is performed on a date other than the date of the financial statements, the auditor will 
also obtain evidence to determine that changes between the count date and the date of the 
financial statements have been properly reflected. 


When the auditor is unable to attend the physical count, alternate procedures should be applied 
including the performance of test counts on alternate dates, applying audit procedures to 
transactions occurring between the count date and the date of the financial statements. 


When inventory that is in the custody of third parties is material, AU-C Section 501 requires the 
auditor to either request confirmations from the third parties or perform an inspection of the 
inventory or other procedures as the auditor considers appropriate under the circumstances. 


Rights & Obligations 
e Review cutoffs (sales, sales returns, purchases, purchase returns) 


In seeking evidence that the entity had rights to all inventories that are reported on the financial 
statements, the auditor will determine if there are controls in place that would provide assurance 
that the entity has not recorded inventory held on consignment as owned inventory and that 
inventory has not been encumbered. These might include: 
e Policies established by those responsible for governance limiting the authority to borrow 
using inventory as collateral; and 
e Information processing controls requiring that entries to the perpetual inventory records 
be supported by appropriate documentation, including purchase orders and receiving 
reports. 


Substantive procedures the auditor may perform in relation to rights and obligations may include: 
e Inspection - The auditor will inspect the documentation that supports an inventory 
purchase including materials requisitions, purchase orders, and receiving reports; 
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e Inspection - The auditor will inspect agreements and documents related to transactions 
with consignors and consignees to verify that inventory sent out on consignment is 
included and that inventory received on consignment is not included in the inventory 
balance; 

e Inspection - The auditor will inspect UCC filings and public records that may indicate a 
secured interest in the entity's inventories; and 

e Confirmation - The auditor will obtain confirmations from financial institutions, providing 
information as to whether inventory has been pledged as collateral for a financing 
arrangement. 


Completeness & Cutoff 


e Perform test counts and compare with client's counts/summary 
e Inquire about consigned inventory 

e Perform analytical procedures 

e Account for all inventory tags and count sheets 


In seeking evidence that the entity has reported all inventory, the auditor will determine if there 
are controls in place that would provide assurance that all inventory owned by the entity are 
reported. These might include: 
e Performing periodic counts of inventory and verifying that all items counted are included in 
the inventory records; 
e Instructions for tagging and counting inventories to make certain all items are counted; 
and 
e Use of prenumbered receiving reports with a reconciliation to identify any receiving reports 
that did not result in an entry to inventory. 


There are various forms of evidence the auditor may use to test completeness. Some will be 
obtained from the client, some directly from outside sources, and some may result from the direct 
actions of the auditor. Evidence the auditor may use includes: 
e Prenumbered materials requisitions, purchase orders, and receiving reports; 
e Correspondence between the entity warehouses, consignees, and other third parties 
holding the entity's inventories; and 
e The auditor's personal observations. 


Substantive procedures the auditor may perform in relation to completeness may include: 

e Confirmation - The auditor will obtain confirmations directly from warehouses, consignees, 
and other third parties holding the entity's inventory; 

e Recalculation - The auditor will account for the sequence of all prenumbered documents 
that are used in the processes related to the purchases and sales of inventory to make 
certain all are included in the accounting records; 

e Reperformance - Perform test counts of inventory and trace them to inventory count 
sheets to verify that all inventory is included; 

e Inspection - Evaluate purchases and sales of inventory near the end of the period, 
including shipping terms, to determine if it is appropriately included in, or excluded from, 
inventory; and 

e Inquiry and Observation - Identify and inspect inventory held by employees; and 

e Observation - The auditor will observe the counting of inventory, perform test counts, and 
verify that all items counted are included in the inventory records. 


Valuation, Allocation & Accuracy 
e Foot and extend summary schedules 
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e Reconcile summary schedules to general ledger 

e Test inventory costing method 

e Determine that inventory is valued at lower of cost or market, which is net realizable value 
for all inventories except those valued under LIFO, and those calculated under the retail 
inventory method. 

e Examine inventory quality (salable condition) 

e Test inventory obsolescence 

e Periodic vs. Perpetual inventory system for valuation 


In seeking evidence that the entity has reported all inventories in appropriate amounts, the auditor 
will determine if there are controls in place that would provide assurance that all inventories are 
reported at the lower of cost or net realizable value. These might include: 
e Adequate review and supervision of the data entry process to provide assurance that 
amounts are being input accurately; 
e Periodic evaluations of inventory to identify slow moving, damaged, or obsolete 
inventories; and 
e Periodic comparisons to net realizable value to verify that inventories are properly 
reported. 


There are various forms of evidence the auditor may use to test valuation and allocation. Some 
will be obtained from the client, some directly from outside sources, and some may result from the 
direct actions of the auditor. Evidence the auditor may use includes: 

e Invoices for the purchases of inventory; and 

e Sales prices for inventory and costs associated with disposal. 


Substantive procedures the auditor may perform in relation to valuation and allocation may 
include: 

e Observation - Trace amounts reported in inventory to invoices from suppliers to verify 
cost; 

e Recalculation - Use information about sales prices and costs of disposition to calculate net 
realizable value and compare it to cost to determine if the entity has reported inventory at 
the lower of cost or net realizable value; 

e Observation - Evaluate slow-moving and obsolete inventory to determine if an adjustment 
is required; and 

e Analytical Procedure - Compare the relationship of sales to cost of sales and cost of sales 
to inventories to the auditor's expectations based on knowledge of the client's inventory 
policies to determine if the amount reported as inventory seems reasonable. 


Goods in Transit 


When a company buys or sells goods, the shipping terms will determine whether or not they are 
included in that entity's inventory while the goods are in transit. Although there are numerous 
factors that differentiate shipping contracts, most fall into one of two categories: 

e Shipping contracts, FAS (free alongside) shipping point or FOB (free onboard), in which 
title transfers from the seller to the buyer when goods are delivered by the seller to a 
common carrier; and 

e Destination contracts, FAS destination or FOB destination, in which title transfers from 
the seller to the buyer when goods are delivered by a common carrier to the buyer. 
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FOB shipping point 
o Title passes to the buyer when the seller delivers the goods to a common carrier 
(shipped). 
o Included in buyer's books at year-end. 


FOB destination 


o Title passes to the buyer when the buyer receives the goods from the common 
carrier (received). 
o Included in sellers books until received by buyer. 


12/31 


Seller Buyer 
FOB Shipping Point FOB Destination 
(Shipped) (Received) 


Whose inventory 
is it if cut-off is 
here? 


In a perpetual system, inventory purchases are debited to Inventory. The quantity on hand can be 
determined at any point in time. 


At time of purchase: 
Inventory 100 
A/P 100 


As sales occur: 


A/R 150 

Sales Revenue 150 
COGS 100 

Inventory 100 


In verifying the existence or occurrence of inventory, the auditor will observe physical inventory 
during the physical count of goods. If the client has a strong perpetual inventory system, this 
count can be performed at various dates and different batches of inventory can be counted at 
different times. The auditor will compare counts to the inventory records as of the date of the 
count and reconcile between the dates of the counts and the date of the financial statements. 


Assuming the auditor does not find errors involving inventories reported in the previous period, 
which would require a prior period adjustment, the primary type of error an auditor may find will 
be an overstatement or an understatement of inventory. In the case of an overstatement, the auditor 
will propose a journal entry reducing ending inventory and increasing cost of goods sold: 
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Cost of goods sold 100 
Inventory 100 


If the auditor detects an understatement, the entry above will be reversed. 


When RMM with respect to inventory is high, especially when the client uses a periodic inventory 
system, the count must be made at the balance sheet date, or as close to it as possible. 


During the count, to support the existence assertion, the auditor should examine items that are in 
the listed inventory count and, on a test basis, trace those amounts to the inventory tags on actual 
goods. In addition, the auditor can obtain evidence to support the completeness assertion by 
tracing some of the inventory tags to the inventory records. 


In addition to the count, the auditor must perform cutoff tests for receiving and shipping that 
occurred around the balance sheet date, again to ensure that inventory is complete. 


In order to verify the rights and obligations assertion with respect to inventory, the auditor will 
examine vendor invoices and other evidence of the purchase of the goods by the client. In 
addition, the auditor must inspect loan agreements to determine if any inventory has been 
pledged as collateral for a loan or assigned to a creditor for value. Since any such actions require 
disclosure in the financial statements or notes, this procedure also contributes to verifying the 
assertions related to presentation and disclosure. 


Proving Allocation and valuation requires several different procedures: 

e Vendor invoices are examined to determine that correct prices have been recorded for 
inventory purchases. 

e For manufactured inventory, an examination of standard cost rates (especially for 
overhead that is applied to inventory costs) is necessary. 

e Inventory turnover rates should be examined to identify slow-moving and obsolete 
inventory that may need to be written off or written down to net realizable value. 

e Inquiries should be made of production supervisors and inventory control personnel about 
slow-moving or obsolete inventory as well. 

e The auditor can recalculate the net realizable value for performing a lower of cost or 
market evaluation. 
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Lecture 4.11 - F/S Accounts: PP&E & Current Liabilities 


Property Plant & Equipment - Fixed Assets 


In obtaining evidence about property, plant, and equipment and identifiable intangibles, which will 
collectively be referred to as fixed assets, the auditor will first evaluate whether there is reason to 
believe that fixed assets are misstated at the financial statement element or account balance level. 
Based on the auditor's knowledge of the entity and its industry, along with knowledge obtained in 
previous engagements, the auditor will determine if there has been a change in capacity, indicating 
an increase or decrease in the overall fixed assets held by the entity, whether any fixed assets were 
near the end of their useful lives, in which case disposals and replacements may have occurred, 
and whether the related depreciation and the balance in accumulated depreciation seem 
appropriate. 


Objectives 


e Adequate I/C 

e Rights and obligations (Fixed assets are owned by the entity) 

e Allocation and valuation (Assets are properly valued, including proper capitalization of 
costs, depreciation or amortization, and impairments) 

e Completeness (All fixed assets are included) 

e Existence (Fixed assets actually exist) 


Applying the RACE approach (Account Balance): 


Rights and Obligations 


The entity owns the fixed assets that are reported. A misrepresentation in relation to rights and 
obligations might be the inclusion on the balance sheet of assets being used under an operating 
lease as a fixed asset. 
e Trace additions to purchase documents 
e Perform search and obtain bank confirmations to determine if fixed assets are pledged as 
security 


Allocation and Valuation 


The amounts reported as fixed assets are accurately measured. A misrepresentation in relation to 
valuation and allocation might occur if fixed assets are not being depreciated appropriately or if 
costs incurred that should have been capitalized, such as delivery or installation of a fixed asset, 
has been charged to expense. 

e Evaluate the entity's procedures for capitalizing costs 

e Determine if there is an indication of impairment and whether the assets have been 

appropriately evaluated 
e Test depreciation and amortization calculations 


Completeness 


All fixed assets owned by the entity are included in the amounts reported on the balance sheet. A 
misrepresentation in relation to completeness might occur if the entity held fixed assets that had 
incorrectly been recorded as repairs and maintenance expense. 

e Observe fixed assets and trace additions to accounting records 

e Perform analytical procedures to determine reasonableness of fixed assets 


Page 4-64 ©Roger CPA Review 


Audit Evidence Section 4 


Existence 


The amount reported as fixed assets are actual assets in the custody of the entity. A 
misrepresentation in relation to existence might be the inclusion on the balance sheet of fixed 
assets that have been sold, capitalizing an expenditure that should have been recognized as an 
expense, or recording an acquisition that did not occur or was not on behalf of the entity. 

e Observe fixed assets 


There are various forms of evidence the auditor may use in the audit of fixed assets. Some will be 
obtained from the client, some directly from outside sources, and some may result from the direct 
actions of the auditor. Evidence the auditor may use includes: 
e Legal documents, state filings, and contracts that evidence rights represented by 
identifiable intangible assets; 
e Invoices, purchase agreements, shipping records, and other documents related to the 
acquisition of fixed assets; 
e Sales agreements, escrow statements, and closing statements related to the disposal of 
fixed assets; 
e Client schedules reporting fixed asset holdings along with related depreciation and 
amortization; 
e Property tax bills and insurance policies; 
e Minutes of meetings of management or those charged with governance authorizing 
acquisitions or disposals of fixed assets; and 
e Bank confirmations indicating whether fixed assets have been used as collateral for loans. 


Applying the PERCV approach: 
Presentation & Disclosure 


e Review disclosures for compliance with GAAP 
e Inquire about liens and restrictions 
e Review loan agreements for liens and restrictions 


Existence or Occurrence 


e Inspect additions 

e Vouch additions 

e Review any leases for proper accounting (Finance vs. Operating) 
e Perform search for unrecorded retirements 


In seeking evidence that fixed assets exist, the auditor will determine if there are controls in place 
that would provide assurance that reported fixed assets actually do exist. These controls might 
include: 
e Policies and procedures requiring all disposals of fixed assets to be approved by those 
charged with governance or an appropriate level of management; 
e Policies limiting access to fixed assets to appropriate parties; 
e Means of anchoring or otherwise securing fixed assets to prevent theft; and 
e Periodic reconciliation of schedules of fixed assets maintained by the entity to actual 
observations of fixed assets. 


Substantive procedures the auditor may perform in relation to existence may include: 
e Observation - The auditor may physically observe fixed assets to ascertain their existence; 
e Confirmation - The auditor may obtain confirmations directly from warehousemen who 
may be holding inventory or fixed assets for the entity; 
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e Inspection - The auditor may inspect purchase documents for items purchased during the 
period; 

e Inspection - The auditor may inspect insurance policies and property tax bills to make 
certain that reported fixed assets are listed when appropriate; 

e Inspection - The auditor may review agreements between the entity and other parties or 
regulators granting the entity rights associated with identifiable intangible assets; and 

e Inspection - The auditor may trace cash receipts that are from sources other than 
revenues to verify that all sales of fixed assets have been properly recorded. 


Rights & Obligations 
e Review minutes for approval of additions 


In seeking evidence that the entity had rights to all fixed assets that are reported on the financial 
statements, the auditor will determine if there are controls in place that would provide assurance 
that the entity has not either used fixed assets as collateral or is not entitled to the rights 
associated with identifiable intangibles, or that the entity has not recognized as an asset property 
that is subject to an operating lease. 


Substantive procedures the auditor may perform in relation to rights and obligations may include: 

e Inspection - The auditor may inspect purchase documents, including escrow or closing 
statements, as appropriate; 

e Inspection - The auditor may inspect insurance policies and property tax bills to determine 
if fixed assets are properly included; 

e Confirmation - The auditor may obtain confirmations from financial institutions requesting 
information about fixed assets that may have been used as collateral; and 

e Inspection - The auditor may perform a UCC search to determine if any fixed assets have 
been encumbered with parties other than the entity's financial institutions providing 
confirmations. 


Completeness & Cutoff 


e Perform analytical procedures 
e Vouch major entries to repairs and maintenance expense 


In seeking evidence that the entity has reported all fixed assets, the auditor will determine if there 
are controls in place that would provide assurance that all fixed assets owned by the entity are 
reported. These might include: 
e Capitalization policies that are communicated and enforced to make certain that all capital 
expenditures are reported as such instead of being expensed; 
e Policies requiring appropriate approval for removal of fixed assets from fixed asset 
schedules; and 
e Periodic comparisons of fixed assets to schedules of fixed assets and amounts reported on 
the financial statements. 


Substantive procedures the auditor may perform in relation to completeness may include: 
e Observation - The auditor may physically inspect fixed assets and trace them to fixed asset 
schedules and to the financial statements; 
e Analytical Procedure - The auditor may evaluate the reasonableness of fixed assets taking 
into account the entity's volume of activity; 
e Inspection - The auditor may review insurance policies and property tax statements to 
make certain that all fixed assets listed are reported on the financial statements; and 
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e Inspection - Evaluate amounts reported as repairs and maintenance expense to verify that 
no amounts that should have been capitalized have been recognized as expense. 


Valuation, Allocation & Accuracy 


e Foot summary schedules 
e Reconcile summary schedules to general ledger 
e Recalculate deprecation 


In seeking evidence that the entity has reported all fixed assets in appropriate amounts, the 
auditor will determine if there are controls in place that would provide assurance that all fixed 
assets are properly accounted for. These might include: 

e Appropriate policies for determining when expenditures will be reported as repairs and 
maintenance expense and when they should be capitalized; 

e Evaluation and periodic re-evaluation of useful lives, salvage values, and allocation 
methods applicable to depreciable fixed assets and amortizable identifiable intangibles; 
and 

e Policies and procedures appropriate to identify events and circumstances that may 
indicate that an asset has been impaired. 


Substantive procedures the auditor may perform in relation to valuation and allocation may 
include: 

e Recalculation - The auditor may independently recalculate depreciation and amortization 
expense for the period, along with the resulting balances in the allowance for doubtful 
accounts; 

e Inspection - The auditor may review purchase documents, escrow or closing statements, 
and other documents to determine if amounts were properly capitalized; 

e Inspection - The auditor may review charges to repairs and maintenance expense for the 
period to determine if amounts that should have been capitalized have been recognized as 
expense; 

e Observation - The auditor may inspect fixed assets to determine if they appear to be in use 
and working as intended so that impairment losses are not required to be recognized; 

e Recalculation - The auditor may foot and cross foot schedules of fixed assets, depreciation 
expense, and accumulated depreciation and recalculate amounts included on the 
schedules; and 

e Analytical Procedure - The auditor may evaluate whether amounts recorded upon the 
acquisition of fixed assets approximate the auditor's expectations for such items. 


Beginning Balance 


+ Additions 


- Dispositions 


Ending Balance 


Since there are generally relatively few transactions involving fixed assets and identifiable 
intangibles, the auditor will generally use a test of transactions approach in which the emphasis 
is on changes during the year. 


With respect to reported additions of fixed assets during the year, the auditor will inspect purchase 
documents that support these additions to verify valuation, then observe the actual fixed assets 
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to verify existence. In the case of real property, deeds generally consist of a legal conveyance of 
rights, but sales price and related mortgage acquisition costs are rarely specified. As to 
completeness, the auditor will examine repairs and maintenance accounts to determine if any 
expenditures for property and equipment were incorrectly expensed. 


With respect to retirements, the auditor is primarily concerned with existence, and will obtain 
listings of property and then try to locate the actual assets to be certain there are no unrecorded 
retirements of assets. The auditor will also examine the journal entries made for retirements in 
order to ensure that the correct amounts were removed from relevant accounts, supporting the 
valuation assertion. This is one of the few entries that results in a debit to accumulated 
depreciation. Such a debit can only result from one of the following: 

e Removal of accumulated depreciation upon retirement or sale of an asset; 

e Correction of an excessive entry for depreciation expense made previously; or 

e Costs incurred to extend the useful life of the asset. 


For assets that were owned for the entire year, the auditor's main concern will be with 
depreciation. The auditor will review the computations of depreciation expense and consider the 
appropriateness of the useful lives and methods to verify allocation and valuation, and will then 
review the posting of these amounts to the proper categories in order to verify presentation and 
disclosure. 


When auditing intangible assets, verification of rights and obligations is achieved through the 
inspection of records for those that were purchased as well as those that resulted from 
expenditures to acquire or defend legal intangibles, such as patents. Of course, these inspections 
also provide evidence of valuation. 


In addition, amortization entries will be reviewed for mathematical accuracy, and the auditor will 
consider evidence that intangibles may have been impaired in value and need to be written 
off. This also relates to valuation. 


For goodwill, the auditor is concerned with existence or occurrence, since only goodwill 
purchased as part of the acquisition of a business may be recorded, and allocation and 
valuation, both as it relates to the correct computation of the original goodwill and the 
amortization over an appropriate life. 


Current Liabilities 


Current liabilities consist primarily of accounts payable and accrued expenses, including 
payroll. The current portion of long-term debt is generally examined as part of the audit of long- 
term debt. In obtaining evidence about current liabilities, the auditor will first evaluate whether 
there is reason to believe that current liabilities are misstated at the financial statement element or 
account balance level. Based on the auditor's knowledge of the entity's purchasing and payment 
policies, the auditor should be able to evaluate the relationship between accounts payable and 
inventories as well as a relationship between accrued expenses and the entity’s regular monthly 
expenses that are generally paid in cash. If these items bear reasonable relationships, the auditor 
will not have a reason to believe that current liabilities are materially misstated. 


Objectives 
e Adequate I/C 
e Rights and obligations (Payables are legitimate obligations of the entity) 
e Allocation and valuation (Payables reported in appropriate amounts) 
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e Completeness (There are no unrecorded liabilities) 
e Existence (Payables actually exist) 


Applying the RACE approach (Account Balance): 


Rights and Obligations 
e Trace payables to transaction documentation 


The entity received the goods or services creating the current liabilities making them the 
obligations of the entity. A misrepresentation in relation to rights and obligations might be the 
inclusion of a liability for goods or services that were provided to a member of management 
instead of the entity. 


Allocation and Valuation 


e Trace payables to transaction documentation 
e Trace to subsequent payment 


The amounts reported as current liabilities are accurately measured. A misrepresentation in 
relation to valuation and allocation might occur if the entity accrued expenses like rent or utilities 
in amounts that did not reflect a reasonable estimate of the actual amount. 


Completeness 


e Trace subsequent payments to payables 
e Perform analytical procedures to determine reasonableness of payables 


All current liabilities that are the obligations of the entity are included in the amounts reported on 
the balance sheet. A misrepresentation in relation to completeness might occur if the entity 
neglects to record a payable for the purchase of goods that have already been received by the 
entity. 


Existence 


e Trace to transaction documentation 
e Trace subsequent payments 


The amount reported as current liabilities are legitimate claims for payment for goods or services 
that were delivered. A misrepresentation in relation to existence might result from recording a 
liability for the purchase of merchandise that has not yet been transferred to the entity. 


There are various forms of evidence the auditor may use in the audit of current liabilities. Some will 
be obtained from the client, some directly from outside sources, and some may result from the 
direct actions of the auditor. Evidence the auditor may use includes: 
e Invoices from suppliers; 
e Time cards, payroll summaries, payroll tax bills, and other internally generated schedules 
related to payroll; and 
e Leases; agreements for regular services, such as janitorial or gardening; and bills from 
service providers, such as utility companies. 
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Applying the PERCV approach: 


Presentation & Disclosure 


e Review disclosures for compliance with GAAP 
e Review purchase commitments 


Existence or Occurrence 


e Confirmation 
e Inspect copies of notes and note agreements 
e Vouch payables (examine purchase orders, receiving reports, invoices) 


In seeking evidence that current liabilities exist, the auditor will determine if there are controls in 
place that would provide assurance that reported current liabilities represent actual claims for 
goods or services. These controls might include: 
e Policies requiring that there much be matching purchase requisitions, purchase orders, 
receiving reports, before recording of a liability; 
e Comparisons of vendor names to lists of approved payees; and 
e Comparisons of accrued expenses to budgets. 


Substantive procedures the auditor may perform in relation to existence may include: 

e Confirmation - The auditor may obtain confirmations directly from suppliers verifying 
amounts payable; 

e Inspection - The auditor may trace recorded amounts to supplier invoices, receiving 
reports, purchase orders, and materials requisitions; 

e Analytical Procedure - The auditor may determine the length of time between the last date 
for which employees were paid and the end of the period to determine if accrued payroll 
liabilities seem legitimate; 

e Analytical procedures - The auditor may compare a listing of items included in accrued 
expenses to budgets for monthly expenses and amounts incurred in previous periods; and 

e Inspection - The auditor may review leases and service contracts involving regular 
payments, such as for janitorial or maintenance and bills from service providers. 


Rights & Obligations 
e Review cutoffs (purchases, purchase returns, disbursements) 


In seeking evidence that the reported current liabilities are the obligations of the entity, the auditor 
will determine if there are controls in place that would provide assurance that the entity has not 
recorded liabilities when neither goods nor services were received that were for the benefit of the 
entity. These might include: 
e Information processing controls that require that all recorded accounts payable be 
supported by properly authorized requisitions and purchase orders; 
e Policies that require comparisons to budgeted amounts as a requirement for recognizing 
expenses; and 
e Policies requiring authorizations for expenses not budgeted. 


Substantive procedures the auditor may perform in relation to rights and obligations may include: 
e Inspection - The auditor may trace recorded payables for both inventory, recorded in 
accounts payable, or expenses, recorded in accrued expenses, to supporting 
documentation; and 
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e Analytical Procedure - The auditor may compare expenses for the period to expectations 
developed by the auditor based on the auditor’s knowledge of the client, the industry, and 
relevant aspects of the economy. 


Completeness & Cutoff 


e Perform analytical procedures 

e Perform search for unrecorded payables (examine unrecorded invoices, receiving reports, 
purchase orders) 

e Inquire of management as to completeness 


In seeking evidence that the entity has reported all current liabilities, the auditor will determine if 
there are controls in place that would provide assurance that all current liabilities for purchases of 
merchandise or for expenses that were incurred during the period are reported. These might 
include: 
e Policies requiring that expenses be compared to budgeted amounts with variances 
investigated; 
e Timely reconciliation of statements received from vendors to amounts reported as 
liabilities; and 
e Policies requiring that invoices received during a reasonable time after the end of the 
period be evaluated to determine if they should be included in the period-end accrual. 


Substantive procedures the auditor may perform in relation to completeness may include: 

e Analytical Procedure - The auditor may compare the relationship of accounts payable to 
inventories to expectations developed on the basis of the auditor's knowledge of the client 
and industry; 

e Analytical Procedure - The auditor may compare the relationship between of accrued 
expenses and the entity's monthly payments for expenses to the auditor ‘s expectations; 

e Inspection - The auditor may trace payments made during a reasonable time after the end 
of the period to supporting documents to identify those that were for goods or services 
received during the period and trace those amounts to recorded liabilities; 

e Inspect - The auditor may review documents for purchased goods in transit to determine if 
those shipped under shipping contracts have been included in accounts payable; 

e Analytical Procedure - The auditor may compare the amount accrued for payroll and 
payroll related expenses, such as payroll taxes, to the auditor’s expectation for that 
amount based on the auditor's understanding of the entity's employees and knowledge of 
the number of work days that occurred between the last date for which they were paid and 
the end of the entity's fiscal period; 

e Inspection - The auditor may inspect receiving reports that have not been matched to 
other documents to determine if amounts are included in accounts payable when 
appropriate; 

e Inspection - The auditor may review leases and other arrangements, such as service 
agreements, calling for regular payments to determine if amounts accrued are 
appropriate; 

e Analytical Procedure - The auditor may compare the amount reported as accrued 
expenses in the current period to amounts reported in prior periods, accounting for 
changes in the makeup or amount of various items; and 

e Confirmation - The auditor may obtain confirmations directly from vendors and suppliers 
to verify that all amounts owed are properly reported. 
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Valuation, Allocation & Accuracy 


e Foot subsidiary ledger 

e Reconcile subsidiary ledger to general ledger 
e Recalculate interest expense (if any) 

e For payroll, review year-end accrual 

e Recalculate other accrued liabilities 


In seeking evidence that the entity has reported all current liabilities in appropriate amounts, the 
auditor will determine if there are controls in place that would provide assurance that all amounts 
are accurate. These might include: 
e Policies requiring that expenses be compared to budgeted amounts with variances 
investigated; and 
e Timely reconciliation of statements received from vendors to amounts reported as 
liabilities. 


Substantive procedures the auditor may perform in relation to valuation and allocation may be the 
same as those performed to provide evidence to support completeness. These include: 

e Analytical Procedure - The auditor may compare the relationship of accounts payable to 
inventories to expectations developed on the basis of the auditor's knowledge of the client 
and industry; 

e Analytical Procedure - The auditor may compare the relationship between of accrued 
expenses and the entity's monthly payments for expenses to the auditor ‘s expectations; 

e Inspection - The auditor may trace payments made during a reasonable time after the end 
of the period to supporting documents to identify those that were for goods or services 
received during the period and trace those amounts to recorded liabilities; 

e Inspection - The auditor may review documents for purchased goods in transit to 
determine if those shipped under shipping contracts have been included in accounts 
payable; 

e Analytical Procedure - The auditor may compare the amount accrued for payroll and 
payroll related expenses, such as payroll taxes, to the auditor’s expectation for that 
amount based on the auditor's understanding of the entity’s employees and knowledge of 
the number of work days that occurred between the last date for which they were paid and 
the end of the entity's fiscal period; 

e Inspection - The auditor may inspect receiving reports that have not been matched to 
other documents to determine if amounts are included in accounts payable when 
appropriate; 

e Inspection - The auditor may review leases and other arrangements, such as service 
agreements, calling for regular payments to determine if amounts accrued are 
appropriate; 

e Analytical Procedure - The auditor may compare the amount reported as accrued 
expenses in the current period to amounts reported in prior periods, accounting for 
changes in the makeup or amount of various items; and 

e Confirmation - The auditor may obtain confirmations directly from vendors and suppliers 
to verify that all amounts owed are properly reported. 


When auditing accounts payable, the management assertion of completeness is often considered 
the most important, since the auditor's primary concern is understatement of liabilities rather 
than overstatement. 


The procedure that is most effective in identifying unrecorded liabilities (“Search for unrecorded 
liabilities”) is the examination of cash disbursements after the balance sheet date. In the case of 
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accounts payable, these payments should be vouched to the related purchase orders and 
receiving reports to identify those payables that were owed as of the balance sheet date. Since 
most accounts payable are paid within 30 days of invoicing, subsequent payments provide very 
persuasive evidence as to the completeness of accounts payable. 


Another method of determining completeness is to trace receiving reports to postings of 
purchases to ensure that all received items have been recorded. The auditor may also vouch 
recorded liabilities back to the supporting documents but, in this case, the emphasis is on the 
management assertions of existence and valuation rather than completeness. 


The auditor may choose to confirm payables. Because of the emphasis on understatement, 
however, the bases for selection of payables to confirm will not be identical to those for 
receivables. In particular, the auditor will choose from the entire population of vendors with 
whom the client did business during the year, and may confirm with vendors showing low or zero 
balances owed at the balance sheet date. 


When auditing payroll, the auditor is often able to place reliance on the internal control structure 
of the payroll cycle and assess risk of material misstatement at a low level, thereby permitting 
higher detection risk and limiting the necessary substantive testing. 


Since payroll is generally more predictable than other costs, the auditor should perform analytical 
procedures involving the comparison of actual payroll costs with budgeted or standard costs to 
determine completeness of payroll records. 


To support the assertion of valuation, the auditor should recalculate payroll accruals and 
compare calculations with source information, such as time cards to verify hours worked and 
personnel records to verify pay rates. 


Contingent Liabilities 


Contingencies represent gains or losses that may or may not occur in the future as a result of an 
event that has already occurred or an existing condition. Contingencies may result from asserted 
lawsuits as well as conditions that may result in a future lawsuit. If, for example, an entity is aware 
that it has sold a defective product, a condition exists that may result in future lawsuits and a 
future liability as purchasers become aware of the defects. 


Contingnent gains may not be accrued and are not required to be disclosed. As a result, the 
auditor is only required to determine if those disclosures regarding gain contingencies that the 
entity has decided to include with its financial statements are appropriate. Contingent liabilities, 
on the other hand, are required to be accrued and disclosed when they are probable and 
estimable; disclosed without accrual if either they are probable but not subject to reasonable 
estimation or if they are reasonably possible; and neither accrued nor disclosed if remote. 


In order to make certain that all such accruals and disclosures have been properly made, AU-C 
Section 501, Audit Evidence - Specific Considerations for Selected Items, requires the auditor to 
perform audit procedures to determine if there are contingencies and, if so, if they are properly 
accounted for and disclosed. Procedures designed to identify contingent liabilities, including 
litigation, claims, and assessments, include: 

e Making inquiries of management and others within the entity, such as in-house counsel; 
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e Obtaining from management a list of all litigation, claims, and assessments both existing at 
the date of the financial statements or during the period between the date of the financial 
statements and the date of the list, with a description and evaluation of each; 

e Reviewing minutes of meetings of the board of directors and others; 

e Reviewing documents regarding litigation, claims, and assessments received from 
management, including correspondencve between the entity and its legal counsel; and 

e Reviewing legal expenses and invoices for legal services. 


The auditor may detemine that no actual or potential litigation, claims, or assessments exist that 
require accrual or disclosure in the financial statements. Unless that is the case, however, the 
auditor is required to seek direct communication with the entity's legal counsel. The auditor will 
also obtain a letter from each attorney with which the client did business relevant to any litigation, 
claims, or assessments involving the client. 


e Loss Contingencies 
o Remote - slight chance of occurring 
= Don't Disclose 
= Don't Accrue 
o Reasonably Possible - more than Remote, less than Probable. 
= Do Disclose - Full Disclosure 
= Don't Accrue - Fair presentation 
o Probable - Likely to occur 
= If not Estimable 
Do Disclose 
Don't Accrue 
= If Estimable 
Do Disclose 
Do Accrue 
e Conservatism / Matching 
Loss Contingency 


Disclose Accrue 
Remote - Slight No No 
Reasonably Possible Yes No Estimated Loss (I/S) 
Probable & Estimable Yes Yes Estimated Liability (B/S) 


Probable & Not Estimable Yes No 
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Lecture 4.12 - F/S Accounts: L/T Debt, Stockholders’ 
Equity & Payroll 


Long-Term Debt (Notes Payable, Bonds Payable, Lease Liabilities) 


Long-term debt consists of notes payable, bonds payable, and lease obligations. Transactions 
involving long-term debt tend to be well documented, including authorization from the board of 
directors or others who are charged with governance, formal agreements between the lender and 
the entity, and scheduled payments. When payments are made on a timely basis, all amounts, 
including interest expense, the ending balance of the long-term liability, and the current portion 
are all readily determinable. 


Due to the nature of long-term debt, including the fact that transactions tend to be infrequent, 
material, and well documented, the auditor will frequently rely heavily on substantive testing. 


Objectives 
e Adequate I/C 
e Rights and obligations (debt is obligation of entity) 
e Allocation and valuation (debt is recorded in appropriate amount) 
e Completeness (all debt recorded) 
e Existence (debt actually exists) 


Using the RACE approach (Balance Sheet): 


Rights and Obligations 
e = Trace liabilities to loan documentation 


The entity borrowed the money represented by long-term debt and is obligated on the liability. A 
misrepresentation in relation to rights and obligations might be the inclusion of a liability for 
money that was borrowed by a member of management instead of the entity. 


Allocation and Valuation 


e Trace liabilities to transaction documentation 
e Trace to subsequent payment 
e Confirm amounts with creditors 


The amounts reported in long-term debt are accurately measured. A misrepresentation in relation 
to valuation and allocation might occur if the entity incorrectly allocated payments between 
principal and interest, overstating or understating the principal balance. 


Completeness 


e Evaluate subsequent 

e To determine reasonableness of payables disbursements 
e Obtain confirmations from creditors 

e Review minutes for debt authorizations 

e Obtain letter from attorney 

e Perform analytical procedures 


All long-term debt consists of liabilities that are the obligations of the entity and are included in the 
amounts reported on the balance sheet. A misrepresentation in relation to completeness might 
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occur if the entity were to record proceeds from a borrowing transaction as revenue or as a Capital 
contribution. 


Existence 


e Trace to loan documentation 
e Trace subsequent payments 


The amount reported as long-term debt represents legitimate obligations that resulted from 
borrowing transactions that actually occurred. A misrepresentation in relation to existence might 
result from recording a liability when cash is received for some reason, such as from revenues or a 
capital contribution that is recorded as long-term debt. 


There are various forms of evidence the auditor may use in the audit of long-term debt. Some will 
be obtained from the client, some directly from outside sources, and some may result from the 
direct actions of the auditor. Evidence the auditor may use includes: 

e Copies of notes and loans payable and long-term leases; 

e Spreadsheets and other schedules prepared by the client to recognize principal and 
interest allocations, determine the current portion of long-term debt, and to keep track of 
long-term liabilities; and 

e Confirmations from creditors. 


Using the PERCV approach: 
Presentation & Disclosure 


e Review disclosures for compliance with GAAP 
e Inquire about pledging of assets 
e Review debt agreements for pledging and events causing default 


Existence or Occurrence 


e Confirmation 
e Inspect copies of notes and note agreements 
e Trace receipt of funds (and payment) to bank account and cash receipts journal 


Substantive procedures the auditor may perform in relation to existence of long-term debt may 
include: 

e Confirmation - The auditor may obtain confirmations directly from creditors verifying 
amounts payable and terms of the liabilities; 

e Inspection - The auditor may inspect long-term leases, notes and loans payable, and other 
agreements documenting long-term debt arrangements; 

e Inspection - The auditor may trace proceeds from borrowing transactions recorded in the 
cash receipts journal to supporting documents providing evidence of the existence of long- 
term liabilities; and 

e Inspection - The auditor may review minutes from board of director meetings or meetings 
of those charged with governance to verify that borrowing transactions have been 
authorized. 


Rights & Obligations 


e Review cutoffs (examine transactions near year-end) 
e Review minutes for proper authorization (and completeness) 
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Substantive procedures the auditor may perform in relation to rights and obligations may include: 
e Inspection - The auditor may trace recorded liabilities to supporting documentation; 
e Inspection - The auditor may verify that transactions in which long-term debt was recorded 
resulted in a deposit of cash for the proceeds; and 
e Confirmation - The auditor may obtain direct confirmation from creditors indicating the 
indebtedness of the entity. 


Completeness & Cutoff 


e Perform analytical procedures 
e Inquire of management as to completeness 
e Review bank confirmations for unrecorded debt 


Substantive procedures the auditor may perform in relation to completeness may include: 

e Analytical Procedure - The auditor may compare the relationship between interest 
expense and the average balance in long-term debt to determine if the relationship is 
reasonable based on the auditor's knowledge of terms the entity would be subject to; 

e Confirmation - The auditor may obtain confirmations directly from creditors, including a 
standard bank confirmation, requesting information about all liabilities owed by the entity 
to make certain that there are no exclusions; and 

e Inspection - The auditor may review the cash receipts journal and trace significant deposits 
to source documents to determine if any represent liabilities that have not been recorded 
as such. 


Valuation, Allocation & Accuracy 


e Foot summary schedules 

e Reconcile summary schedules to general ledger 

e Vouch entries to account 

e Recalculate interest expense and accrued interest payable 


Substantive procedures the auditor may perform in relation to valuation and allocation may 
include: 

e Analytical Procedure - The auditor may compare the ending balances reported for long- 
term debt to the auditor's expectations developed from reviewing loan documents and 
from repayment schedules; 

e Confirmation - The auditor may obtain confirmation of ending balances directly from 
creditors; 

e Recalculation - The auditor may recalculate the current portion of long-term debt to verify 
that the amount reported by the entity is accurate; and 

e Recalculation - The auditor may recalculate allocations between principal and interest to 
determine that periodic payments have been properly reported. 


The audit of long-term debt is normally quite limited since, by its nature, long-term debt is likely to 
involve few transactions during a typical year, except for interest payments. As a result, the 
verification of interest expense and accrued interest payable are the most common objectives, 
with analytical procedures comparing interest expense to the related debt being the most 

useful. Confirmation of long-term debt with payees, trustees and other appropriate third parties, 
may be used to verify any applicable sinking fund transactions. The auditor may also examine legal 
agreements in connection with such obligations. 
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Though there is little likelihood of notes and bonds payable going unrecorded, proper 
classification on the balance sheet is an important issue in connection with the assertion of 
disclosure and presentation. In particular, if a current note is renewed shortly after year-end, 
the auditor needs to ensure that the note is classified as a long-term debt rather than a current 
one. 


Going Concern 


Although not required in some special purpose financial reporting frameworks, when financial 
statements are prepared in accordance with GAAP, Topic ASC 205, Subtopic 40, requires 
management to evaluate whether the entity has the ability to continue as a going concern for a 
reasonable time. The ability to continue as a going concern implies that the entity will be able to 
meet its obligations as they come due. A reasonable period of time is considered one year from 
the date on which the financial statements are issued, or, when appropriate, one year from the 
date on which they are available to be issued. 


Even when the applicable financial reporting framework does not require management to perform 
such an evaluation, if characteristics of the financial reporting framework according to which the 
financial statements are being prepared incorporates a going concern assumption, the preparation 
of the financial statements requires management to assess the entity's ability to continue as a 
going concern. The existence of receivables that are not written down to amounts received, 
payments for assets that are capitalized and amortized instead of being expensed when incurred, 
and other similar accounts that have long-term implications, indicate that the framework in use 
does incorporate such an assumption. 


Unless financial statements are prepared in accordance with the cash basis or a comparable basis, 
they are likely being prepared in accordance with a going concern assumption. As a result, 
preparing the financial statements requires management to assess the entity's ability to continue 
as a going concern even when the applicable financial reporting framework does not explicitly 
require it. 


During the performance of the risk assessment procedures applied by the auditor in obtaining an 
understanding of the entity and its environment, including its internal control, the auditor should 
determine if management has made a preliminary evaluation of whether events or conditions exist 
that raise doubts. 

e If management has performed such an evaluation, the auditor should discuss it with 
management and, if management has identified events or conditions that raise substantial 
doubt, the auditor should understand management's plans to address them. 

e If management has not performed such an evaluation, the auditor should inquire of 
management whether such events or conditions exist. 


The auditor's evaluation should address management's evaluation, covering the same period of 
time, and should consider whether management has evaluated all events and conditions of which 
the auditor is aware. 


When events or conditions have been identified, the auditor is required to obtain sufficient 
appropriate audit evidence as to whether they, when considered in the aggregate, raise a 
substantial doubt about the entity's ability to continue as a going concern for a reasonable period 
of time, as well as any mitigating factors. The auditor's procedures will include: 

e Requesting management to make an evaluation if one has not already been made; 
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e Evaluating management's plans in relation to the events and conditions to determine if it is 
probable that they can be implemented effectively and would mitigate the events and 
conditions that raise the doubt; 

e Evaluating a cash flow forecast and analysis, if one was prepared by management, 
including the reliability of the underlying data and determining if there is adequate support 
for assumptions made; and 

e Considering whether additional facts or information has become available based on which 
management made its evaluaton. 


If, before considering management's plans, the auditor believes that substantial doubt exists as to 
the entity's ability to continue as a going concern, the auditor should request written 
representations from management. They should: 

e Describe management's plans intended to mitigate the adverse effects of events or 
conditions contributing to the substantial doubt, including the probability that they can be 
implemented effectively; and 

e Indicate that all relevant matters of which management is aware have been disclosed, 
including significant conditions and events, and also including management's plans. 


Based on the results of the audit procedures applied, the auditor will conclude that either 
management's plans do, or do not, alleviate the adverse effects of events and conditions causing 
the substantial doubt as to the entity's ability to continue as a going concern. Based on that 
conclusion, the auditor will determine if disclosure is adequate. 

e If management's plans are expected to mitigate the adverse effects, indicating that there is 
no longer substantial doubt as to the entity's ability to continue as a going concern, the 
disclosure should describe the events and conditions that created the doubt, 
management's evaluation of their significance, and management's plans that mitigated the 
adverse effects. 

e If management's plans are not expected to mitigate the adverse claims to the extent that 
they remove the doubt, the disclosure will be similar, except it will also indicate that there 
is substantial doubt. In addition, it will refer to management's plans that are intended to 
mitigate the effects, rather than indicate that the effects have been mitigated. 


Stockholders’ Equity 
C/S, Pfd Stock, APIC, Treasury Stock, R/E, Comprehensive income, Dividends 


Stockholders’ equity consists of common and preferred stock, additional paid-in capital, retained 
earnings, and accumulated other comprehensive income. Transactions involving stockholders’ 
equity are generally limited to issuances or reacquisitions of stock, which are relatively rare; paying 
dividends; and closing net income or loss and other comprehensive income or loss into retained 
earnings and accumulated other comprehensive income, respectively. 

e Transactions involving issuance or reacquisition of stock or the payment of dividends tend 
to be well documented and require authorization by the board of directors or those others 
who are charged with governance. 

e Since the auditor is applying auditing procedures to obtain evidence to support the 
components of, and amounts reported as, net income and other comprehensive income, 
the auditor will need to determine that the amounts have been appropriately recognized in 
retained earnings and accumulated other comprehensive income. 
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Due to the nature of stockholders’ equity, including the fact that transactions tend to be 
infrequent, material, and well documented, the auditor will frequently rely heavily on substantive 
testing. 


Objectives 


e Adequacy of I/C over Stock transactions 

e Transactions properly authorized and comply with regulations 
e Transactions recorded in conformity with GAAP 

e Adequately disclosed in financial statements 


Stockholders’ equity accounts are balance sheet accounts and, as a result, the assertions related to 
account balances (RACE) apply. 
e Rights and obligations - Stockholders’ equity represents ownership interests in the entity. 
A misrepresentation in relation to rights and obligations might be the inclusion a hybrid 
instrument that is more like debt than equity in the stockholders’ equity section of the 
balance sheet. 


e Allocation and Valuation - The amounts reported in stockholders’ equity are accurately 
measured. A misrepresentation in relation to valuation and allocation might occur if the 
entity incorrectly allocated proceeds from the issuance of stock or amounts paid to 
reacquire stock between common stock or treasury stock and additional paid-in capital. 


e Completeness - All equity interests in the entity are included in the stockholders’ equity 
amounts reported on the balance sheet. A misrepresentation in relation to completeness 
might occur if the entity were to record proceeds from the issuance of stock as a borrowing 
transaction. 


e Existence - The amount reported as stockholders’ equity represents legitimate ownership 
claims to the entity. A misrepresentation in relation to existence might result from 
recording money borrowed as proceeds from the issuance of equity or unrecorded 
reacquisitions of shares. 


There are various forms of evidence the auditor may use in the audit of stockholders’ equity. Some 
will be obtained from the client, some directly from outside sources, and some may result from the 
direct actions of the auditor. Evidence the auditor may use includes: 
e Copies of minutes of meetings of the board of directors or those charged with governance 
authorizing the issuance or reacquisition of equity shares or the payment of dividends; 
e Confirmations from transfer agents or registrars indicating any transactions involving 
equity shares; and 
e Stock certificate books for entities that do not use transfer agents. 


Using the PERCV approach: 
Presentation & Disclosure 


e Review disclosures for compliance with GAAP 
e Review information on stock options, dividend restrictions 


Existence or Occurrence 
e Confirmation with registrar and transfer agent (if applicable) 
e Inspect stock certificate book (when no registrar or transfer agent) 
e Vouch capital stock entries 
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Substantive procedures the auditor may perform in relation to existence of stockholders’ equity 
include: 
e Confirmation - The auditor may obtain confirmations directly from the entity's stock 
registrar or transfer agent, if applicable; 
e Inspection - The auditor may inspect the stock certificate book in the custody of the entity 
if the entity does not use a transfer agent; 
e Inspection - The auditor may trace entries made in the stockholders’ equity accounts to 
underlying supporting documents; and 
e Inspection - The auditor may review minutes from board of director meetings or meetings 
of those charged with governance to verify that transactions recognized in stockholders’ 
equity accounts have been authorized. 


Rights & Obligations 


e Review minutes for proper authorization 
e Inquire of legal counsel on legal issues 
e Review Articles of Incorporation and bylaws for propriety of equity securities 


Substantive procedures the auditor may perform in relation to rights and obligations include: 

e Inspection - The auditor may review minutes from board of director meetings or meetings 
of those charged with governance to verify that transactions recognized in stockholders’ 
equity accounts have been authorized; 

e Inquiries - The auditor may make inquiries of the entity's attorneys to determine if there 
are any legal issues affecting equity interests; and 

e Inspection - The auditor may inspect the articles of incorporation or other corporate 
documents to determine if there are restrictions on equity ownership and if all issuances of 
stock are authorized. 


Completeness & Cutoff 


e Perform analytical procedures 
e Inspect treasury stock certificates 


Substantive procedures the auditor may perform in relation to completeness include: 

e Inspection - The auditor may review the cash receipts journal and trace significant deposits 
to source documents to determine if any represent issuances of equity securities that have 
not been recorded as such; 

e Inspection - The auditor may review minutes from board of director meetings or meetings 
of those charged with governance to determine if there are any authorizations for the 
issuance of equity securities that did not result in increases in the amounts reported; 

e Inquiries - The auditor may make inquiries of management and others as to whether there 
was an issuance of equity securities during the period; 

e Inspection - The auditor may review the stock certificate book, if applicable, to make 
certain that all certificates have been accounted for; and 

e Confirmation - The auditor obtains confirmations from transfer agents or registrars, if 
applicable, to determine if equity securities have been issued during the period that have 
not been recorded. 


Valuation, Allocation & Accuracy 


e Agree amounts to general ledger 
e Vouch dividend payments 
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e Vouch all entries to retained earnings 
e Recalculate treasury stock transactions 


Substantive procedures the auditor may perform in relation to valuation and allocation include: 

e Inspection - The auditor may trace dividend payments to supporting authorizations by 
those charged with governance and to entries to retained earnings to determine that they 
have properly been recognized as reductions to retained earnings in appropriate amounts; 

e Inspection - The auditor may trace the closing of net income into retained earnings and 
other comprehensive income into accumulated other comprehensive income; 

e Recalculate - The auditor may recalculate the adjustments that result from treasury stock 
transactions to verify the accuracy of their recording; 

e Inspection - The auditor may trace entries to stockholders’ equity accounts to the related 
cash receipts, for issuances, or disbursements, for reacquisitions, to determine that all 
have been properly reported; and 

e Inspection - The auditor will trace all remaining transactions increasing or decreasing 
stockholders’ equity accounts to supporting documentation to verify that they have been 
reported accurately. 


There are generally very few transactions involving the stockholders' equity section, so audit 
procedures in this area are quite limited. With respect to capital stock and other securities, the 
auditor will verify that all issuances are approved by the board of directors and consistent with the 
articles of incorporation. A registrar is normally responsible for executing such transactions, so 
confirmation is an appropriate procedure along with review of the minutes of board meetings 
and inspection of corporate documents. 


The primary concern with respect to Retained Earnings is that any restrictions on the use of it for 
the payment of dividends is disclosed on the face of the statement or in the notes to the financial 
statements. 


The auditor should be familiar with 3 important dates related to the declaration and payment of 
dividends to make certain that they are reported in the appropriate periods. 

e Declaration date - The date on which the board of directors commits to the dividend, 
determining the amount of the dividend to be distributed, at which time a liability has been 
incurred and is recorded. 

e Record date - The date that is used to determine which shareholders will receive the 
dividend, which will be those who have legal rights to the shares on that date. 

e Payment date - The date on which the distribution is made to the shareholders of record. 


Dividends may be distributed in a variety of different forms: 

e Cash dividends are the most common; 

e Property dividends result when the entity distributes assets other than cash to 
shareholders, at which time a gain or loss is recognized as if the asset were sold for its fair 
market value, with that amount being reported as a liability; 

e Scrip dividends are interest-bearing notes given to shareholders to be paid in the future, 
which are used when an entity wishes to declare a dividend when it does not have the cash 
to pay it; 

e Liquidating dividends are distributions of the entity's cash and assets to shareholders 
during the process of liquidating the company, reported by shareholders as a return of 
their capital; and 

e Stock dividends, in which the entity issues shares of stock instead of cash. 
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Stock dividends involve the distribution of additional shares to existing shareholders in lieu of a 
cash dividend. A stock dividend may be considered a small stock dividend, usually when the 
distribution is 20% or less of the outstanding stock, in which case retained earnings is reduced by 
the fair value of the shares issued and the stock is recorded as if issued for that amount. A stock 
dividend may be a /arge stock dividend, usually when the distribution is 25% or more of the 
outstanding stock, in which case retained earnings is decreased, and common stock is increased 
for the par or stated value of shares issued. Stock dividends that are for between 20 and 25 per 
cent of the shares outstanding may be considered large or small stock dividends, depending on 
the surrounding circumstances. 


A stock split occurs when the entity issues additional shares to stockholders by decreasing the par 
or stated value per share and issuing a proportionate number of shares. A stock split does not 
generally require a journal entry as the amount reported in the common stock account will remain 
the same. A notation will be made for disclosure purposes, however, as the number of shares will 
increase and the par or stated value per share will decrease. 


Types of Dividends 
e Cash 
e Property (FMV @ date of declaration) 
e Scrip (interest bearing Note) 


e Liquidating 
e Stock - Small (FMV) / Large (Par) 
e Stock split 


Types of Dividends 


Cash Dividend Senp OVE cable diait a Stock Dividend 
no money 
RE 25 RE 25 Small < 20 — 25% - FMV 
Cash 25 Note Payable 25 RE 25 
CS 20 
APIC 5 
Partial Liquidating Dividend Large > 20 - 25% - Par 
RE 15 RE 20 
APIC 10 CS 20 
Cash 25 
Person receiving Liq Div Stock Splits — Double shares, 
mm (25) Cash 25 Half par 
effect on 20 Div income 15 CS (10(10)) 100 
Sania i Investment 10 CS (20(5)) 100 
equity = 
20 


Note: All dividends reduce Stockholders’ Equity except for Stock dividends and Stock splits. 


Revenue & Expenses 


Revenue and expense transactions make up the core of the operations of many entities and, in 
many cases, the auditor will obtain the majority of evidence regarding revenues and expenses 
through the testing of controls applied to the operating systems. The auditor will first determine if 
there is reason to believe that revenues or expenses are materially misstated by applying 
analytical procedures. The auditor may compare recorded amounts to expectations developed 
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independently by the auditor, to budgets prepared by the entity, or by comparison to prior 
periods. 


Evidence supporting amounts reported as revenues and expenses is also obtained through the 
audit of other areas. The audit of accounts receivable provides evidence regarding revenues, and 
the audit of current liabilities provides evidence regarding many expenses. In addition, expenses 
like depreciation and amortization are generally audited at the same time as the related assets are 
examined. 


A large portion of the amount reported as expenses results from cash disbursements made on a 
routine basis in the ordinary course of business. In performing tests of cash disbursements, 
including tests of controls, the auditor will generally verify that disbursements for expenses are 
properly reported. In addition, expenses may be put into three broad categories, each of which may 
be examined differently. 

e Some expenses, such as depreciation and amortization, are determined on the basis of 
applying a formula. The auditor will often rely most heavily on recalculation or similar 
procedures to obtain satisfaction that they are not materially misstated. 

e Some expenses, such as rent, interest expense, utilities, and other expenses incurred on a 
routine basis are subject to a high degree of predictability enabling the auditor to develop 
expectations as to the amounts that should be reported. Payroll-related expenses also 
often fall into this category. For those expenses for which expectations can be developed 
that are adequately precise and adequately reliable, the auditor will rely most heavily on 
analytical procedures. 

e Many of the remaining expenses are incurred as circumstances create needs and are not 
subject to developing meaningful expectations. These expenses may be subjected to 
various substantive procedures, including tracing items to underlying supporting 
documentation, as considered appropriate by the auditor. 


Auditors will often rely more heavily on internal controls when obtaining evidence about revenues 
and expenses than when auditing balance sheet accounts. The auditor will determine, based on 
the required understanding, if the systems are designed to record revenues and expenses in 
appropriate amounts that are fairly presented. If the auditor concludes that the systems are 
potentially effective, the auditor will perform tests of controls to make certain that the systems 
were in place and operating effectively during the period under audit. Satisfactory results to the 
tests of controls will allow the auditor to limit the nature, timing, and extent of further audit 
procedures applied to revenue and expenses. 


Many revenue and expense (I/S) accounts are verified when tests of controls are performed over 
the various functions, such as cash receipts and disbursements, purchases, and sales. In addition, 
they are verified in conjunction with the audit of related asset or liability (B/S) accounts. 
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B/S Account I/S Account 
Accounts receivable Sales, bad debt expense 
Inventories & Purchases, Cost of goods sold, 
Accounts payable manufacturing payroll 
Investments Interest, dividends, gains & losses 
on sales 
Property, Plant & Rent, Gains & losses on sales, 
Equipment Depreciation, repairs & maintence 
expense 
Notes Receivable Interest 
Accrued liabilities & Warranty expense, commissions, fees 
prepaid expenses insurance expense, & various expenses 


Revenues and expenses are income statement accounts and, as a result, the assertions related to 
classes of transactions (CPA-CO) apply. 

e Completeness - All transactions giving rise to revenues or expenses that relate to the 
entity are recognized. A misrepresentation in relation to completeness might include 
capitalizing costs that should be recognized as expenses or neglecting to record a sale with 
the proceeds being misappropriated. 


e Period Cutoff - All revenues and expenses are reported in the appropriate period. A 
misrepresentation in relation to cutoff may include recognizing a sale while goods shipped 
under a destination contract are still in transit or neglecting to accrue an expense that had 
been incurred as of the end of the year but had not yet been paid for. 


e Accuracy (Amounts) - All revenues and expenses have been reported in appropriate 
amounts. A misrepresentation in relation to accuracy may involve a revenue transaction 
being reported at an amount lower than the actual sale, or an expense being reported at a 
higher amount, with the difference being misappropriated. 


e Classification - All revenues and expenses are appropriately categorized on the financial 
statements. A misrepresentation in relation to classification may involve reporting the 
proceeds from the sale of an operating asset, such as a machine used in the manufacturing 
process, as revenues rather than reporting the difference between the proceeds and the 
carrying value as a gain or loss on sale. 


e Occurrence - The transaction giving rise to the recorded revenue or expense did occur and 
pertains to the entity. A misrepresentation in relation to occurrence might result from 
recording a sale that no customer has approved or recognizing an expense that was 
incurred on behalf of a member of management but paid for by the entity. 


There are various forms of evidence the auditor may use in the audit of revenues and expenses. 
Some will be obtained from the client, some directly from outside sources, and some may result 
from the direct actions of the auditor. Evidence the auditor may use includes: 
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e Copies of purchase orders received from customers, sales orders, vendor invoices, 
requisitions, receiving reports, and various other documents supporting specific 
transactions; 

e Leases, service agreements, and other contracts related to the incurring of regular 
expenses; 

e Spreadsheets and schedules calculating deprecation or amortization expense, interest 
expense, or other items requiring allocation or otherwise requiring analysis for proper 
reporting; 

e Approvals from management or those charged with governance, as appropriate, for 
unusual and nonrecurring expenses; and 

e Budgets and other analyses providing management's expectations as to revenues 
expected to be earned during the period and expenses expected to be incurred. 


The detailed substantive audit procedures for Revenues and Expenses may include 
(CPA-CO): 


Completeness 


In seeking evidence that all revenue and expense transactions that occurred and pertained to the 
entity were recorded, the auditor will determine if there are controls in place that would prevent a 
revenue or expense that occurred and pertained to the entity from being recorded. These controls 
might include: 
e The use of prenumbered sales invoices and the accounting for all numbers within a 
sequence; and 
e Comparisons of expenses to budgeted amounts are made on a regular basis with any 
variances investigated on a timely basis. 


Substantive procedures the auditor may perform in relation to the assertion as to the 
completeness of the recording of revenues and expenses may include: 

e Analytical Procedure - The auditor may compare recorded revenues and various expenses 
to expectations developed by the auditor that the auditor considers adequately reliable 
and adequately precise to constitute meaningful evidence; 

e Inspection - The auditor may select a sample of receiving reports and trace them to related 
transactions recognizing revenue; and 

e Recalculation - In the examination of fixed assets, the auditor may analyze documents 
related to purchases to determine if costs that should have been recognized as an expense 
in the period were capitalized to the cost of the asset. 


Period Cutoff 


In seeking evidence that all revenue and expense transactions are recorded in the appropriate 
periods, the auditor will determine if there are controls in place that would prevent a revenue or 
expense from being recorded in the wrong period. These controls might include: 
e Policies requiring that expenses be compared to budgeted amounts with variances 
investigated; and 
e Policies requiring that invoices received during a reasonable time after the end of the 
period be evaluated to determine if they should be included in the period-end accrual. 


Substantive procedures the auditor may perform in relation to cutoff may include: 
e Analytical Procedure - The auditor may compare the relationship between accrued 
expenses and the entity's monthly payments for expenses to the auditor's expectations to 
make certain that expenses incurred near the end of the year are reported; 
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e Inspection - The auditor may trace payments made during a reasonable time after the end 
of the period to supporting documents to identify those that were for goods or services 
received during the period and verify that those amounts are recognized as expenses in 
the appropriate period; 

e Analytical Procedure - The auditor may compare the amount accrued for payroll and 
payroll-related expenses, such as payroll taxes, to the auditor's expectation for that 
amount based on the auditor's understanding of the entity's employees and knowledge of 
the number of work days that occurred between the last date for which they were paid and 
the end of the entity's fiscal period; and 

e Inspection - The auditor may review leases and other arrangements, such as service 
agreements, calling for regular payments to determine if all amounts related to the current 
period have been accounted for. 


Accuracy (Amounts) 


In seeking evidence that all revenue and expense transactions are recorded in appropriate 
amounts, the auditor will determine if there are controls in place that would prevent a revenue or 
expense from being recorded in an incorrect amount. These controls might include: 
e Policies requiring that expenses be compared to budgeted amounts with variances 
investigated; and 
e Timely reconciliation of statements received from vendors to amounts reported as 
expenses. 


Substantive procedures the auditor may perform in relation to accuracy may include: 

e Analytical Procedure - The auditor may compare recorded revenues and expenses to 
expectations developed by the auditor; 

e Inspection - The auditor may select a sample of amounts recorded as expenses and trace 
them to supporting documentation to determine if expenses were recorded in correct 
amounts; 

e Inspection - The auditor may select a sample of recorded sales transactions and trace 
them to supporting documentation to verify that they were recorded in correct amounts; 

e Analytical Procedure - The auditor may compare amounts recorded for interest to 
estimates computed on the basis of average debt and the entity's borrowing rate; 

e Analytical Procedure - The auditor may compare payroll and payroll-related expenses, 
such as employee benefits and payroll taxes, to auditor estimates based on the auditor's 
understanding of the number of employees retained by the entity and pay rates; 

e Inspection - The auditor may review leases and other arrangements, such as service 
agreements, calling for regular payments to determine if amounts are appropriate; and 

e Analytical Procedure - The auditor may compare the amounts reported as expenses in the 
current period to amounts reported in prior periods, accounting for changes in the 
makeup or amount of various items. 


Classification 


In seeking evidence that all revenue and expense transactions are classified into appropriate 
categories, the auditor will determine if there are controls in place that would prevent a revenue or 
expense from being categorized incorrectly. These controls might include: 
e Maintenance ofa list of regular vendors, such as utility companies, indicating the category 
that payments made to them should be classified as; 
e Areview of the coding of disbursements by the individual signing checks and cancelling the 
voucher package; and 
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e Policies requiring that all transactions recorded as revenues be supported by a customer 
purchase order, an appropriate prenumbered sales order form, a sales invoice, and a 
shipping report. 


Substantive procedures the auditor may perform in classification may include: 

e Inspection - The auditor may select a sample of transactions recorded as sales and trace 
them to supporting documentation to verify that they represent sales of goods or services 
in the ordinary course of business; and 

e Inspection - The auditor may select a sample of transactions recorded in various expense 
categories and trace them to supporting documentation to verify that the expense 
category in which they were recorded is appropriate. 


Occurrence 


In seeking evidence that revenue and expense transactions actually occurred, the auditor will 
determine if there are controls in place that would prevent a revenue or expense from being 
recorded if the underlying transaction did not actually occur or did not pertain to the entity. These 
controls might include: 

e Policies requiring that all regular expenses, such as rents, utilities, and various other 
expenses be compared to budget as part of the recording process with variances 
investigated on a timely basis; 

e Policies requiring matching documentation including customer purchase orders, sales 
orders, shipping documents, and sales invoices for all revenue-related transactions before 
the recording of revenues; 

e Policies requiring appropriate approvals for all unscheduled expenses; and 

e Policies requiring comparisons of payees, including vendors and employees, to approved 
vendor lists and lists of active employees maintained by human resources. 


Substantive procedures the auditor may perform in relation to the occurrence of recorded 
revenues and expenses may include: 

e Inspection - The auditor may select a sample of recorded revenue transactions and trace 
them to supporting documentation, including a customer purchase order, a sales order, a 
shipping report, and an invoice; 

e Inspection - The auditor may select a sample of recorded expense transactions and trace 
them to supporting documentation, which may include receiving reports, authorized 
requests, and vendor invoices; and 

e Inspection - The auditor may review leases to determine if recorded rents are for the use 
of assets being used by the entity. 


Payroll 


When auditing payroll, the auditor is often able to place reliance on the internal control structure 
of the payroll cycle and assess risk of material misstatement at a low level, thereby permitting 
higher detection risk and limiting the necessary substantive testing. 


Since payroll is generally more predictable than other costs, the auditor should perform analytical 
procedures involving the comparison of actual payroll costs with budgeted or standard costs to 
determine completeness of payroll accruals. 


To support the assertion of valuation, the auditor should recalculate payroll accruals and 
compare calculations with source information, such as time cards to verify hours worked and 
personnel records to verify pay rates. 


Page 4-88 ©Roger CPA Review 


Audit Evidence Section 4 


Payroll 
e Objectives 
o I/C over payroll 
Employees actually exist (existence) 
Payroll computations correct (valuation) 
Adequate disclosure 


O oO © 
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Lecture 4.14 - Audit Program / Plan & Workpapers 


Audit Program/Audit Plan 


An audit program is a step-by-step list of audit procedures that emphasizes account balances, 
which is required for every GAAS audit. It is designed so that: 
e The procedures will achieve specific audit objectives, which relate to management's 
assertions. 
e Supports the auditor's conclusion 


AU-C Section 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the 
Audit Evidence Obtained, indicates that an auditor is required to design and perform substantive 
procedures for all relevant assertions related to each material class of transaction, account 
balance, and disclosure. 


This means that even when IR is very low (indicating a very low likelihood that a material 
misstatement will occur) and CR is very low (indicating a very low likelihood that, in that rare 
circumstance that a material misstatement does occur, there is a very low likelihood that the 
entity's internal control will not detect and correct it on a timely basis), resulting in an AR that is 
below the level that the auditor considers necessary, the auditor will still be required to design and 
perform substantive procedures in relation to that relevant assertion. 


How to Draft an Audit Program/Audit Plan 


Audit programs can be developed on an assertion-by-assertion basis using a process like the 
following: 


1. Identify a material class of transaction, such as sales or salaries expense; account balance, 
such as cash or notes payable; or disclosure, such as the disclosure of the lease payments 
for the next five years for an operating lease. 

o The auditor develops audit programs using a cumulative top-down basis. 

o This is accomplished by beginning with the class of transaction, account balance, or 
disclosure that represents the highest risk of material misstatement. 

o Assume the auditor selects sales as a class of transaction or inventory as an 
account balance. 


2. Based on whether the auditor is concerned about intentional overstatements or 
understatements, or misstatements due to error, which could be over or understatements, 
the auditor will identify the relevant assertions. 

o Ifthe auditor believes that the client may intentionally overstate sales, for example, 
the assertion related to occurrence would clearly be relevant as the client may 
record sales that did not actually occur. 

o Ifthe auditor believes that the client may intentionally overstate inventory, the 
assertion related to rights and obligations would clearly be relevant as the client 
may include on the balance sheet inventory that it may be holding on consignment 
or does not own for some other reason. 


3. Using the understanding of internal control, identify all control activities that pertain to the 
relevant assertion and evaluate whether they appear to be sufficient to prevent or detect 
and correct a material misstatement. 

o The auditor will evaluate all of the control activities that were identified to prevent 
the recording of a sale that did not occur to determine if the identified controls 
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would be sufficient to prevent a sale that did not actually occur from being 
recorded, or to detect such a misstatement and correct it on a timely basis, 
assuming the controls are in place and operating effectively. 
o If the auditor determines they are sufficient: 
= The auditor may decide to perform tests of controls and modify the 
planned nature, timing, and extent of further audit procedures based on 
the results; or 
= The auditor may decide to ignore controls, assess CR at maximum, and 
perform substantive procedures that will adequately reduce DR as if there 
are not internal controls to prevent the recording of a sale that did not 
occur. 
o If the auditor determines that they are not sufficient: 
= The auditor will inquire of the client if there might be additional controls 
that were not identified at the time that the auditor was obtaining an 
understanding, in which case the auditor may determine that controls are 
sufficient. 
«If there are not sufficient mitigating controls, the auditor will assess CR at 
maximum and design and perform substantive tests accordingly. 


4. The auditor will decide on the procedure or procedures that will provide sufficient 
appropriate evidence to support the assertion being evaluated. 

o To determine if all sales that were recorded actually occurred, the auditor may 
select a sample of all recorded sales and trace them to supporting documentation, 
including customer purchase orders and shipping documents, to verify that the 
sale actually occurred. 

o To determine if the entity owns all of the inventory that it is reporting on its balance 
sheet, the auditor may select a sample of items that are included in inventory and 
trace them to purchase documents. 


5. The auditor will evaluate whether the evidence obtained through the performance of the 
procedure also supports one or more other relevant assertions related to the same class of 
transactions, account balance, or disclosure, or related to a different one. 

o In addition to providing evidence that sales occurred, tracing sales to supporting 
documents may provide some evidence regarding the existence and the rights and 
obligations assertions related to accounts receivable. 

o In addition to providing evidence that inventory is owned by the entity, tracing 
items in inventory to purchase documents may provide evidence about the 
existence and valuation and allocation assertions related to accounts payable. 


6. The audit programs for assertions that represent lower risks will then be prepared on an 
incremental basis, evaluating the additional procedures required to obtain sufficient 
appropriate audit evidence to support the assertion. 

o The auditor will determine what additional procedures, if any, are necessary to 
obtain evidence about the assertion related to the existence of accounts receivable, 
for example, if the auditor has traced a sample of sales to supporting documents 
and there were no significant exceptions. 

o The auditor will determine what additional procedures, if any, are necessary to 
obtain evidence to support the assertion related to the existence of accounts 
payable if a sample of items in inventory were traced to purchase documents and 
there were no significant exceptions. 
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In preparing a list of substantive tests to be performed, use the following approach: 


Procedures - Attempt to identify one procedure for each of the categories in the I-CORRIIA 
(observation may not be possible if the account is not a tangible asset). 
Assertions - Ensure that there is at least one test related to each of the financial 
statement assertions in U-PERCV (unless the problem explicitly is limited to one or two of 
the assertions). 
Related accounts - Include at least one procedure for each account that is related to the 
one being addressed in the essay (for example, when preparing a list for receivables, 
include tests of bad debt accounts). 
Certain tests are applicable to almost every account: 

o Read financial statements and notes. 

o Review minutes of board and shareholder meetings. 

o Representations from management should be obtained. 

o Reconcile the trial balance to supporting records. 


Audit Program**/Audit Plan 


T: 


GI D0 


Obtain schedule from client 

- Reperformance - (foot, tie to PY and GL) 
I-CORRIIA 
U-PERCV 
Revenues & Expense/ Gains & Losses/ Contra Accounts 
Generic tests 

a. Cut-Off Tests 

b. Board of Directors Minutes 

c. Perform Subsequent Events 

d. Read F/S and Footnotes 
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Financial Statements 


X Company 
Balance Sheet 


Cash 65,000 
Accounts Receivable XXX Rounded from 
Trial Balance 


Working Trial Balance 


Beg Reclassifications End 
Sched Acct Bal & Adjustments Bal 


A Cash 65,124 0 65,124 


Tied to 
Cash Lead Schedule 
Lead Schedule Sched A Sched A-1 
Cash in Bank: 

General Acct A-1 $49,318 Bank 

Payroll Acct A-3 15,806 Reconciliations, 

TOTAL 65,124 $49 318 Bank . 

To Trial Bal To Lead Sched A Confirmations, 

and Supporting 
Documents 


Audit Documentation (Workpapers) 


Workpaper Deficiencies 


The exam occasionally addresses deficiencies in audit workpapers. Look for the following 
possible deficiencies when a working paper is presented on the exam for analysis: 
e In analyzing working paper for weaknesses, examine the following: 

o Comment on Exceptions - Comments in the body of the working paper or tickmark 
legend may refer to unusual circumstances or indications of a problem. Make sure 
each exceptional item has been resolved and that the resolution has been 
documented. 

o Conclusions - Closing comments at the bottom of the working paper should be 
reviewed to ensure they are consistent with the information in the audit 
documentation. They are usually wrong. 

o Heading - The name of the client, title of the working paper (such as the account 
being analyzed), and audit year should all be included. 
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o Initials - Each person who prepares or reviews a working paper should initial it. 

o Tickmarks (symbols) - Amounts on the working paper are often verified 
arithmetically or by comparison with other accounts, and symbols may be created 
as needed to place next to these amounts, referencing information about how they 
were verified in a legend placed at the bottom of the paper. Be sure each symbol is 
defined in the legend. 

o Foot - Check the mathematical accuracy of the schedule. 


Working Trial Balance—A listing of ledger accounts with current year-end balances (as well 
as last year's ending balances), with columns for adjusting and reclassifying entries as well 
as for final balances for the current year. Typically, both balance sheet and income 
statement accounts are included. 


Lead Schedules—Schedules that summarize like accounts, the total of which is typically 
transferred to the working trial balance. For example, a client’s various cash accounts may 
be summarized on a lead schedule with only the total cash being transferred to the 
working trial balance. 


Audit Documentation Requirements 


AU-C Section 230 has adopted the term audit documentation to refer to the working papers 
developed during the course of the audit. Under these guidelines, audit documentation should be 
sufficient to enable an experienced auditor, having no previous connection with the audit, to 
understand: 
e The nature, timing, and extent of the audit procedures performed to comply with GAAS 
and applicable legal and regulatory requirements. 
e The results of the audit procedures performed and the audit evidence obtained. 
e Significant findings or issues arising during the audit, the conclusions reached thereon, and 
significant professional judgments made in reaching those conclusions. 

o Serves as a basis for the auditor's conclusion as to whether the objective of the 
audit, to obtain sufficient appropriate audit evidence to support the auditor's 
opinion, has been achieved; and 

o The auditor has planned and performed the engagement in accordance with GAAS 
and regulatory or other requirements, if applicable. 


In addition, audit documentation should: 

e Assist in the planning and performance of the engagement. 

e Enable engagement team members with supervision and review responsibilities to 
understand the evidence obtained and the nature, timing, extent and results of auditing 
procedures performed. 

e Indicate the engagement team members who performed and reviewed the work. 

e While it is not necessary to document every matter considered during an audit, oral 
explanations alone (absent working paper documentation) are not sufficient to support the 
work of the auditor. 

e Audit documentation must include a written audit program (or set of audit programs) for 
every audit. 

e The documentation completion period is 60 days following the report release date. That 
means that changes resulting from the process of assembling and completing the audit file 
may be made within 60 days following the date the audit report was released to the client. 
The fact that these changes have been made need not be documented. After the 
documentation completion date, the auditor should not delete or discard audit 
documentation. 


Page 4-96 ©Roger CPA Review 


Audit Evidence Section 4 


e The retention period (how long audit documentation must be kept) should not be less than 
five years from the report release date (longer if legal and regulatory requirements so 
require). 

e Audit documentation is the property of the auditor and is confidential. 

e Document procedures performed, evidence examined, and conclusions reached. 

e Provide a means of preserving information that may be relevant to future engagements. 

e Enable the performance of quality control reviews and inspections, as well as external 
inspections or peer reviews. 

e Assist successor auditors when they request to review the predecessor's working papers. 

e Enhance an auditor's understanding of work performed in prior periods and its potential 
effect on the current period's engagement. 


The accountant, not the client, owns the working papers and any other documentation that the 
accountant creates during an engagement. Nevertheless, the accountant must maintain 
confidentiality, and cannot provide the working papers or other information obtained during 
engagements to other parties without the permission of the client. Client confidentiality does not, 
however, preclude a CPA from providing access to other members of the auditor's firm. There are 
some exceptions to confidentiality, including: 

e Avalid subpoena; 

e An IRS administrative subpoena; 

e Acourt order, except in those few states that have a privilege statute; and 

e A quality control peer review, providing access to other accountants and the PCAOB in 

connection with a valid program of peer review. 


Common law does not recognize the concept of privilege, which would allow the accountant to 
refuse to honor a court subpoena. A small number of states have enacted privilege statutes, and 
the federal government now recognizes working papers developed in connection with the 
preparation of a tax return to be privileged in certain circumstances. Nevertheless, privilege may 
not be used if the accountant has already provided some of the information requested in a 
subpoena. The purpose of privilege is to protect the client, not the accountant, so the accountant 
may not assert privilege even where privilege statutes exist if the client waives the privilege. 


When audit procedures include the inspection of significant contracts or agreements, copies or 
extracts of those documents should be included in the working papers. In addition, 
documentation should indicate discussions with management, those charged with governance, or 
others regarding significant findings or other issues and should include the nature of the items 
discussed and identification of who was involved in the discussions. 


When an auditor has identified information that is inconsistent with the auditor's final conclusion 
in relation to the financial statements, documentation should include an indication as to how the 
issue was addressed. 


In rare circumstances, an auditor may find it necessary to depart from a presumptively mandatory 
requirement and apply alternative procedures. When this is the case, the auditor must document 
the reason for the departure and an indication of how the alternative procedures performed 
achieved the objectives of the presumptively mandatory requirement. 


Working papers will indicate the report release date and should be assembled on a timely basis, no 
later than 60 days after that date. Once complete, the auditor may not delete or discard any 
documentation until the retention period expires. The retention period is established by the 
auditor's firm but must be at least equal to 5 years or the period required by law or regulation, 
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whichever is longer. If the auditor determines it is necessary to modify existing documentation or 
add additional working papers, the auditor should document: 
e The reasons for the changes; and 
e Who made the changes, who reviewed them, when the changes were made, and when 
they were reviewed. 


After the report's release date, the auditor may perform new or additional procedures or draw 
new conclusions. If so, the auditor will document: 
e The circumstances causing the modification; 
e The new or additional procedures performed, evidence obtained, and conclusions reached; 
e The effect on the audit report; and 
e Who made the changes, who they were reviewed by, when they were made, and when they 
were reviewed. 


Six factors must be considered in determining the nature and extent of documentation for a 
particular audit area or procedure: 
1. The risk of material misstatement associated with the assertion being examined; 
The extent of judgment the auditor exercises in performing the work; 
The nature of the auditing procedures performed; 
The significance of the evidence obtained; 
The nature and extent of exceptions identified, if any; and 
The need to document a conclusion or basis for conclusion that is not evident from the 
other documentation. 


ON ORS Oy 


Among the specific types of audit documentation that must be included are the following: 
e Abstracts or copies of significant contracts or agreements. 
e Identification of the items that were selected for tests of the operating effectiveness of 
controls and substantive tests of details that involve inspection or confirmation. 
o Identification should be specific enough so that another audit team member would 
be able to determine which documents and record items were actually tested. 
o Anexample of identification is a list of the invoice numbers selected in a sample. 


The auditor is required to document significant audit findings and issues including: 
e Matters involving the selection of accounting principles and related disclosures. 
e Results of procedures that indicate the possibility of material misstatements and require 
modification of the auditing procedures. 
e Circumstances that caused the auditor significant difficulty in applying audit procedures. 
e Other findings that could result in modification of the auditor's report. 


Retention of records after the completion of the audit is of extreme importance (as the Enron case 
demonstrates). In recognition of the importance of IT, audit documentation maintained in 
electronic form must enable the auditor to access the data throughout the retention period 
necessary to meet practice needs and legal and regulatory requirements. This may require file 
conversion and updated software in some cases after the completion of the engagement. 


Some of the specific documentation requirements are: 

e Audit risk and materiality - The auditor must document the nature and effect of 
aggregated misstatements and the auditor's conclusion as to whether the financial 
statements are materially misstated on a timely basis. 

e Analytical procedures - The auditor must document (a) the factors considered in 
developing expected relationships, (b) the expected relationship, (c) the results of the 
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comparisons made, and (d) any additional procedures performed in response to 
unexpected relationships. 

Going concern doubts - The auditor must document (a) the conditions or events that led 
to any significant doubts; (b) the work performed to evaluate management plans, (c) the 
conclusion as to whether doubt remains or has been alleviated by such plans, and (d) 
effect of the conclusion on the financial statements, disclosures, and audit report.* 


Audit documentation is the principal support for the auditor's report. At a minimum, the audit 
documentation must always include: 


Reconciliation of the accounting records with the financial statements. 

An audit program that details the procedures to be performed during the engagement. 
Documentation of the auditor's understanding of the internal control structure. 
Documentation of the assessed level of control risk. 

Proof of sufficient evidence having been obtained to support the auditor's opinion on the 
financial statements. 

A client representation letter (obtained from management at the conclusion of fieldwork). 


In addition, several factors will affect the quantity, type, and content of the audit documentation 
for a particular engagement. These factors include: 


The condition of the client's accounting records - Audit documentation may have to be 
prepared to complete the records in some cases. 

The risk of material misstatement. 

The type of report being issued by the auditor - A qualified or adverse opinion will require 
working paper discussion of the reasons. 

Staff disagreements - If a member of the audit team doesn't agree with a decision made 
that has an impact on the fieldwork or conclusions, the audit documentation should 
document the disagreement. 


The audit documentation generated during an audit may go into either the current file (if they 
only relate to that year's engagement) or the permanent file (if they're related to more than one 


year). 


Examples of items that will be included in the current file are: 


Audit program - Each audit is unique, so a program will only be relevant to documenting 
the work of that particular year. 

Working trial balance - This is a trial balance pulled from the client's records, which 
provides additional columns for reclassifications and adjustments. The final column is the 
adjusted balances of the accounts, which should agree with the financial statements that 
are issued that year. 

Lead schedules - These summarize all the major components that determine an amount 
appearing in the financial statements or notes, and serve as a form of table of contents 
referencing individual audit documentation that support the components listed. A 
separate lead schedule will normally be needed for each material account balance. 
Responses to information requests - These include confirmations, the attorney's letter, 
and the client representation letter. 

Reconciliations and analyses by the auditor - These refer to evidence directly obtained 
by the auditor to support amounts in the current financial statements or notes. 
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Examples of items that will be included in the permanent file are: 

e Organization documents - These include the articles of incorporation and bylaws. 

e Minutes - Board of director and shareholder meetings often discuss items of long-term 
significance. 

e Flowcharts of the internal control structure - Though changes occur over the year, the 
general internal control structure will be similar enough that a flowchart will be useful for 
many years. 

e Debt agreements - Contracts for long-term liabilities are, by their nature, relevant to 
many years. This category includes note, bond, lease, and pension agreements. 

e Analyses of equity accounts - Capital stock and related accounts change rarely, so 
evidence is valid for many years. 

e Depreciation schedules. 


Audit documentation need not all be written documents: it may include computer printouts and 
itemized calculator tapes when appropriate. 
e The audit documentation will be finalized and organized, usually by an audit manager, 
following the completion of fieldwork. 
e The manager will review the audit documentation prepared by assistants to ensure that 
the results of their work are consistent with the audit report to be issued. 
e They will also make sure that the audit documentation is understandable and reference 
each other as appropriate. 


There will be a second review of the audit documentation, typically called the wrap-up review, 
which will normally be performed by a partner or equivalent. This review will focus on the fair 
presentation of the financial statements and the agreement of the working paper lead schedules 
to the statements and notes. 


As mentioned before, if any member of the audit team disagrees with the conduct of the audit or 
the conclusions, this disagreement should also be documented in the audit documentation. The 
final decision is obviously the responsibility of the partner-in-charge (or equivalent), and it would 
be inappropriate to address these disagreements with the client. 


Engagement Completion Document (PCAOB) 


For audits of public companies reporting to the SEC, the Public Company Accounting Oversight 
Board (PCAOB) has established standards for audit documentation. (PCAOB AS 1215) Most are 
identical to those required by GAAS (AU-C 230), but AS 1215 specifically added the requirement of 
the preparation of an engagement completion document, which will identify all significant 
findings and issues and be sufficiently specific for a reviewer to obtain a thorough understanding 
of them. It may include either: 

e All information necessary to understand the significant findings and issues 

e Cross-references, as appropriate, to other available supporting documentation 


The documentation must demonstrate that the engagement complied with PCAOB standards, the 
documentation completion period is 45 days (not 60 days) following the report release date, and 
the audit documentation must be retained for 7 years (rather than 5 years) from the report release 
date, or the period required by law, if longer. 
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Evaluation of Misstatements Identified During the Audit 


During the course of the engagement, AU-C Section 450, Evaluation of Misstatements Identified 
During the Audit, requires the auditor to accumulate misstatements, other than those that are 
clearly trivial for the purpose of determining the effect, if any, on the overall audit strategy and the 
audit plan. Misstatements are considered to be any difference between the manner in which an 
amount, classification, presentation, or disclosure is presented on or with the financial statements 
and how it should be presented on or with the financial statements in order to be fairly presented 
in accordance with the applicable financial reporting framework. Omissions of elements of 
financial reporting or required disclosures are also considered misstatements. 


Revision to the overall audit strategy and audit plan will be called for if identified misstatements 
either: 

e Indicate that other misstatements may occur, such as when errors are caused by a flaw in 
an aspect of the accounting system, the cumulative effect of which could be material when 
considered along with other misstatements identified during the engagement; or 

e The aggregate effect of all misstatements identified during the audit approach the auditor's 
measurement of materiality. 


In determining if misstatements are material, the auditor will consider both quantitative and 
qualitative factors. Some qualitative factors the auditor will consider will include whether: 
e Misstatements affect trends of profitability; 
e Misstatements change losses into income, or vice versa; 
e Misstatements that affect segment information; and 
e Misstatements that affect compliance with legal and contractual requirements. 


The auditor will request that management correct those misstatements that have been identified 
by the auditor. Upon correction by the client, the auditor will apply procedures to obtain evidence 
as to whether or not the misstatements have been properly corrected. If the client does not 
correct the financial statements for identified misstatements, the auditor will: 
e Obtain an understanding of the client's reasons for not correcting the misstatements; and 
e Consider the effects when evaluating whether or not the financial statements taken as a 
whole are free of material misstatement. 


Before determining if uncorrected misstatements result in material misstatement to the financial 
statements, the auditor will reevaluate materiality taking into account revisions to financial 
statement amounts. The determination of whether or not financial statements are materially 
misstated will be based on the aggregate of all uncorrected misstatements. Consideration will be 
in relation to the financial statements taken as a whole as well as the particular account balances, 
classes of transactions, or disclosures affected. The auditor will consider: 

e The size and nature of the uncorrected misstatements; and 

e The effect of uncorrected misstatements in relation to prior periods. 
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Lecture 4.15 - Audit Program / Audit Plan - Class 
Question - TBS 


Task-Based Simulation 5 


1_— 
The Uniform LT] —_— P Sa 
CPA Examination naa ° 


This Question consists of 2 parts. Part A. consists of 10 items and Part B consists of 8 items. Select 
the best answer for each item. 


A. Items 1 through 10 represent tickmarks (symbols) that indicate procedures performed or 
comments documented in auditing the Long-term debt account of American Manufacturers, 
Inc. Select, from the list of procedures/comments below, the procedure/comment that the 
auditor most likely performed/documented at each point of the audit where a tickmark was 
made on the working papers. Select only one procedure/comment for each item. A 
procedure/comment may be selected once or not at all. Assume that the working papers foot 
and crossfoot. 
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American Manufacturers, Inc. 
Long-Term Debt 
October 31, 20x7 
Accrued 
Current Current interest 
Interest Payment Balance year year Balance Interest payable 
Lender rate terms Collateral 10/31/x6 borrowings reductions 10/31/x7 paidto 10/31/x7 Comments 
First 10% Interest Manufacturing | 500,000 200,000 e (100,000) 600,000V 9/30/x7 5,000 First National 
National Bank only on equipment v 3/31/x7 * v confirms that 
last day of 6/30/x7 interest payments 
each are current and 
quarter; agrees with 
principal account balance. 
due in full 
on 
9/30/x9 
@Second 9% $10,000 First mortgage | 380,000 0 (110,000) 270,000 9/30/x7 2,025 Monthly payment 
State Bank principal on production |v 4 Ve v for $12,025 was 
plus facilities mailed on 11/3/x7; 
interest Second State 
due on agrees with 
the 1% of account balance. 
each 
month; 
due in full 
on 1/1/00 
@ Third 12% $5,000 Second 180,000 0 (60,000) 120,000 10/15/x7 600 Third Savings & 
Savings & principal mortgage on v O* Loan claims 
oan plus production 10/15/x7 payment 
interest facilities wasn't received as 
due on of 11/5/x7; 
the 15" of adjusting entry 
each proposed to 
month; increase balance 
due in full $5,000 and 
on increase accrued 
10/15/x9 interest payable 
A. Clark 0% Due in full Unsecured 700,000 0 (200,000) 500,000 0 Borrowed 
majority 10/31/x9 v 10/28/x7 additional 
stock-holder $200,000 from 
Clark on 11/5/x7; 
——— need to investigate 
1,760,000 200,000 (470,000) 1,490,000# 7,625#  reborrowi ng just 
after year-end and 
consider imputed 
interest on 0% 
stockholder loan. 
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Items to be answered: 


List of procedures / comments — Long-Term Debt 


A. Confirmed, without exception. G. Agreed to canceled checks and lender's monthly 
B. Confirmed, with exception. statements. 

C. Traced amount to prior year's working | H. Agreed to canceled check and board of directors’ 
papers. authorization. 

D. Traced amount to current year's trial I. Agreed interest rate, terms, and collateral to note 
balance and general ledger. & loan agreement. 

E. Does not recompute correctly. J. Agreed to loan agreement, validated bank 


F. Tested reasonableness of calculations. | deposit ticket, and board of directors’ 
authorization. 

K. Reclassification entry proposed for current 
portion of long-term debt. 


1. + 6. V 
2. v 7. * 
3. o 8. © 
4. & 9. # 
5. 4 10. v 


Required: 


B. Items 11 through 18 represent tick marks (symbols) that indicate procedures performed or 
comments documented in auditing the Property, plant, and equipment and Accumulated 
depreciation accounts of American Manufacturers, Inc. During the year under audit, 
American Manufacturers purchased new computers directly from wholesalers and 
constructed an addition to one of its buildings. The company's employees also refurbished 
the fixtures of several older buildings. Select, from the list of procedures/comments below, 
the procedure/comment that the auditor most likely performed/documented at each point of 
the audit where a tick mark was made on the working papers. Select only one 
procedure/comment for each item. A procedure/comment may be selected once or not at all. 
Assume that the working papers foot and crossfoot. 
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American Manufacturers, Inc. 
Property, Plant, and Equipment and Accumulated Depreciation 


October 31, 20x7 
Property, Plant, and Equipment Accumulated Depreciation 

Balance Balance Depreciation Balance Balance 
Account 10/31/x6 Additions Disposals Other 10/31/x7 Rate Method 10/31/x6 Provision Disposal 10/31/x7 
Land 650,0007 70,000 < 0 0 720,0009 
Buildings 3,270,0007 230,000 ⁄ 0 (30,000)+ 3,470,0009 5% S/L 1,144,5007 168,500% 0 1,313,000 
Equipment 1,750,0007 90,0000 (12,0009 0 1,828,0002 10% S/L 700,0007 179,500% (12,000) 867,5009 
Fixtures 850,0007 200,000 V 0 30,000+ 1,080,0002 15% S/L 510,0007 144,750% 0 654,7509 

6,520,000 590,000 (12,000) 0 7,098,000 2,354,500 492,750 (12,000) 2,835,250 
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Items to be answered: 


11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 


*¥#O+O00NAN 


List of procedures/comments — Property, Plant, and Equipment and Accumulated 


Depreciation 


-FIrA™mMmONw pS 


A 


Does not recompute correctly. 

Tested reasonableness of calculation. 

Traced amount to current year's trial balance and general ledger. 

Reclassification entry for fixtures erroneously recorded as buildings. 

Reclassification entry for buildings erroneously recorded as fixtures. 

Traced amount to prior year's working papers. 

Sold six fully-depreciated computers to employees; no audit procedures necessary. 
Confirmed, with exception. 

Confirmed, without exception. 

Examined supporting vendors' invoices, canceled checks, asset subsidiary ledger and 
board of directors' minutes of meetings authorizing transactions. 

Examined supporting work orders and engineers' reports, canceled checks, asset 
subsidiary ledger, and board of directors' minutes of meetings authorizing 
transactions. 

L. Examined supporting deed and purchase contract, canceled checks, asset subsidiary 
ledger, and board of directors' minutes of meetings authorizing transactions. 


Task-Based Simulation Solution 5 


Since this symbol appears to the left of each of the listed lenders, in a section of the 
spreadsheet that shows the lender, the interest rate, the payment terms, and the 
collateral, combined with the fact that there are no additional comments, makes it 
likely that this symbol indicates that the auditor confirmed the interest rates, 
payment terms, and collateral for these loans. 


Since this symbol appears next to each of the beginning loan balances, it is likely 
that it is intended to indicate that the auditor is satisfied that the balance was 
brought forward correctly, which would be determined by tracing the balance to 
the prior year's working papers. 


Since this symbol only appears next to an amount in the column for current year 
borrowings, it is likely intended to indicate that the auditor has verified that the 
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4 H 
5 G 
6 A 
7 K 
8 B 
9 D 
10. F 
11. F 
12. L 


current year’s borrowings were properly recorded. This might involve tracing the 
amount to the loan agreement, tracing it to a deposit, and checking for 
authorization by the board of directors. 


Since this symbol appears next to the current year reduction in the First National 
Bank Loan. It most likely is intended to indicate that the auditor has determined 
that it was properly reported. The loan is not due until 9/30/X9, but was paid early. 
As a result, the auditor would both trace the payment to a cancelled check and 
verify that the early payment was authorized by the board of directors. 


This symbol appears next to the reduction to the Second State Bank loan, which 
the agreement indicates is paid in monthly payments of $10,000 in principal plus 
interest. It is likely intended to indicate that the auditor has determined that the 
reductions were properly recorded. This would probably involve tracing the 
reductions to cancelled checks and monthly statements received from the lender. 


Since this symbol appears next to the ending balances of the two loans for which 
the confirmations indicate that the lender agrees with the current balance. As a 
result, it is likely intended to indicate that the balance was confirmed without 
exception. 


This symbol appears only next to the ending loan balances that are paid in 
monthly payments, which are also the only loans that have a current portion. It is 
likely an indication that the auditor has proposed an entry to reclassify the current 
portion of these debts to current liabilities. 


Since this symbol appears next to the ending balance for the loan from Third 
Savings & Loan, and the Comments column indicates a disagreement regarding the 
receipt of a payment, it is likely that this symbol indicates an exception in a 
confirmation. 


Since this symbol appears next to the ending balances of both loans payable and 
interest payable, it is likely that the auditor made certain that these balances are 
the same as those in the general ledger and the trial balance. 


Since this symbol appears next to the year-end interest accruals, it is likely that it is 
intended to indicate that the auditor has verified the calculation such as be testing 
whether or not the amount is reasonable. 


Since this symbol appears next to the beginning balances for each of the items, it is 
likely intended to indicate that the auditor has checked to see if they agree with the 
balances in the previous year’s amounts. This would be accomplished by tracing 
the amounts to the prior year’s working papers. 


Since this symbol appears next to the increase in land, it is likely intended to 
indicate that the auditor has determined that the acquisition occurred and that it 
was recorded properly. This will involve tracing the amount to purchase 
agreements, a deed, and cancelled checks. The auditor will also determine that the 
transaction was authorized by tracing it to minutes of meetings of the board of 
directors. 
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13. K Since this symbol appears next to the increases buildings, which the company 
constructed an addition to, and fixtures, which the entity refurbished during the 
period, it is likely intended to indicate that the auditor verified that the amounts 
include appropriately capitalized costs. This might involve examining supporting 
work orders and engineers’ reports, canceled checks, asset subsidiary ledger, and 
minutes of board of directors’ meetings. 


14. J Since this symbol appears next to the increase in equipment, which resulted from 
the purchase of new computers, it is likely intended to indicate that the auditor 
verified that the purchase was properly reported. This may involve tracing the 
purchase to board authorization as well as purchase documents such as vendors’ 
invoices and canceled checks. 


15. G Since this symbol appears next to the reduction to equipment, it apparently relates 
to a sale or disposal or a reclassification. None of the choices indicate a 
reclassification out of equipment. The only reasonable possibility is that it 
represents the sale of computers to employees, which would result in a decrease in 
equipment. 


16. D This symbol appears next to a decrease in buildings and an increase in fixtures. It 
is therefore likely to indicate a reclassification adjustment for fixtures that were 
improperly reported as buildings. 


17. C Since this symbol appears next to each of the ending balances for the various 
property, plant, and equipment accounts, it is likely intended to indicate that the 
amounts are correct and have been traced to the trial balance and to the general 
ledger. 


18. B Since this symbol appears next to the current year’s provision for depreciation 
expense for each of the depreciable assets, it is likely intended to indicate that the 
auditor has verified that the amount is correct by testing the reasonableness of the 
calculation. 


Task-Based Simulation 6 
,- 1 — 
The Uniform l AHH LT — ? Eli 
CPA Examination 


Kerrington, CPA, is trying to determine if the engagement time has obtained sufficient appropriate 
audit evidence to support an opinion on the financial statements. One concern is the reliability of 
the evidence obtained and Kerrington is trying to determine if some forms of evidence are 
considered more reliable than others. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
whether certain forms of audit evidence are more reliable than others? 


2. Enter the exact section and paragraph with helpful information. 
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Corbin, CPA, is performing analytical procedures as substantive tests because there are some very 
predictable relationships among items on the financial statements and reliable expectations can 
be developed. Corbin is trying to determine the extent to which the analytical procedures should 
be documented. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
the auditor's responsibilities for documenting analytical procedures? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation 8 
1_— 
The Uniform EH 2— P SUBMIT 
q CPA Examination | LU — ° TESTLET 


Janis & Stone, CPAs, are developing a plan for sending confirmations to some of their client's 
customers as a procedure to obtain evidence relative to accounts receivable. They are thinking of 
using negative confirmations for a large volume of small balances and are trying to decide if that is 
an appropriate use of negative confirmations. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
the appropriate use of negative confirmations? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation 9 
nn 1_— 
The Uniform l FE LU] — ? ee 
CPA Examination 


In obtaining evidence about the valuation of an audit client's investment in derivatives, the auditor 
receives estimates of fair value from broker-dealers and wishes to make certain that appropriate 
audit procedures are applied. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
what audit procedures should be applied to estimates of fair value received from broker- 
dealers? 


2. Enter the exact section and paragraph with helpful information. 
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Task-Based Simulation 10 


} AN z | |= 


? SUBMIT 
CPA Examination ° TESTLET 
Singh & Patel, CPAs, are performing risk assessment procedures to, among other things, identify 


and assess the risk of material misstatement related to accounting estimates. They are trying to 
determine what risk assessment procedures will be most helpful in accomplishing that objective. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
the risk assessment procedures most helpful in identifying and assessing risk of material 
misstatement associated with accounting estimates? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation Solution 6 
AU-C 500 A32 


Task-Based Simulation Solution 7 
AU-C 520 .08 


Task-Based Simulation Solution 8 
AU-C 505 15 


Task-Based Simulation Solution 9 
AU-C 501 .07 


Task-Based Simulation Solution 10 
AU-C 540 .08 
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Lecture 4.16 - Management Representation Letter & 
Attorney Letter 


Management Rep. Letter/Client Rep. Letter (Required) 


The auditor is required to obtain a letter from the client's management reaffirming in writing some 
of the information that was provided to the auditor during the course of the audit and to confirm 
other matters, such as confirming that all appropriate information was made available to the 
auditor. (AU-C 580) 

e U-PERCV is included in the letter 

e Dated, no earlier than audit report date 

e CEO/CFO/Governance 

e Scope limitation if not received 


The representations are made in the form of a letter written to the auditor. It should be signed by 
the chief executive officer and chief financial officer of the client, or, in some circumstances, those 
charged with governance. The letter of representations: 

e ls dated as of the audit report date, which is the date on which the auditor has determined 
that sufficient appropriate audit evidence has been obtained, generally the final day of 
fieldwork; and 

e ls required to cover all of the financial statements and periods referred to in the audit 
report. 


Though the representations made in the letter are not audited further, requiring management to 
provide such a letter is a mandatory audit procedure, and the failure to receive such a letter is 
considered a scope limitation sufficient to preclude the expression of an unqualified opinion on 
the financial statements. In most circumstances, in fact, a disclaimer of opinion will have to be 
issued in the absence of such a letter. 


An important purpose of this letter is to emphasize management's responsibility for the financial 
statements. Another is to provide the auditor with some assurance that management is not 
deliberately concealing any information that might have affected the auditor's opinion. Should the 
auditor have some evidence of intentional misbehavior by management, the auditor will, of 
course, place less reliance on the representations made by management in the letter. 


The content of the letter will, to some extent, depend on what has taken place during the audit 
prior to that point. In addition, the management representation letter clearly cannot have an 
impact on the gathering of evidence by the auditor during the audit, since it is obtained after the 
planning and performance of all other tests. Certain representations, however, will be present in 
all such letters. 
e Management is responsible for: 
o The preparation and fair presentation of the financial statements in accordance 
with the applicable financial reporting framework, and 
o The design, implementation, and maintenance (DIM) of internal control relevant to 
the preparation and fair presentation of financial statements that are free from 
material misstatement, whether due to fraud or error. 
e An indication by management that: 
o Management is unaware of any errors or fraud that would have a material 
effect on the financial statements. 
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o There have been no acts of fraud or noncompliance (illegal acts) of any kind 
(even immaterial ones) by management itself or other key employees responsible 
for the internal control structure. 

o Minutes of all board of director and shareholder meetings are complete and have 
been made available to the auditor. 

o All financial records that exist have been made available to the auditor. 

o There are no pending legal matters with a material impact on the financial 
statements that have not been disclosed to the auditor (such as legal restrictions 
on assets or pending lawsuits or government investigations). 

o Management believes all estimates are reasonable. 

o All related parties and related-party transactions have been identified to the 
auditor and properly accounted for and disclosed. 

o Subsequent events have been properly accounted for and disclosed. 


Management cannot make a representation that there have been no errors or fraud committed 
by any employees. They only represent to be unaware of any and to have not committed any 
fraud themselves. 


In some cases, the auditor will be expressing an opinion on supplementary information included 
with the financial statements. When this is the case, the auditor is also required to obtain written 
representations indicating: 
e Management's acknowledgement of its responsibility for the preparation and fair 
presentation of the supplementary information in accordance with applicable criteria; 
e Management's belief that the supplementary information is fairly presented in accordance 
with applicable criteria, including both its form and content; 
e That measurement and presentation methods either have not changed from the prior 
period or, if they have, the reasons for the changes; 
e Any significant assumptions or interpretations that affected the measurement or 
presentation of the supplementary information; and 


e If the supplementary information is presented without the audited financial statements in 
the same document, that management will make the audited financial statements readily 
available to the users of the supplementary information. 
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Management (Client) Representation Letter 


(Date of the Auditor's Report) 


(To Independent Auditor) 


This representation letter is provided in connection with your audit of the financial statements of ABC Company, which 
comprise the balance sheet as of December 31, 20XX, and the related statements of income, changes in stockholders’ equity, 
and cash flows for the year then ended, and the related notes to the financial statements, for the purpose of expressing an 
opinion on whether the financial statements are presented fairly, in all material respects, in accordance with accounting 
principles generally accepted in the United States (US GAAP). 


Certain representations in this letter are described as being limited to matters that are material. Items are considered 
material, regardless of size, if they involve an omission or misstatement of accounting information that, in the light of 
surrounding circumstances, makes it probable that the judgment of a reasonable person relying on the information would 
be changed or influenced by the omission or misstatement. 


Except where otherwise stated below, immaterial matters less than $XXX collectively are not considered to be exceptions 
that require disclosure for the purpose of the following representations. This amount is not necessarily indicative of amounts 
that would require adjustment to or disclosure in the financial statements. 


We confirm, to the best of our knowledge and belief, having made such inquiries as we considered necessary for the purpose 
of appropriately informing ourselves as of [the date of the auditor's report]: 


Financial Statements 

1. We have fulfilled our responsibilities, as set out in the terms of the engagement dated [insert date], for the preparation 
and fair presentation of the financial statements in accordance with US GAAP. 

2. We acknowledge our responsibility for the design, implementation, and maintenance (DIM) of internal control relevant 
to the preparation and fair presentation of financial statements that are free from material misstatement, whether due 
to fraud or error. 

3. We acknowledge our responsibility for the design, implementation, and maintenance of internal control to prevent and 
detect fraud. 

4. Significant assumptions used by us in making accounting estimates, including those measured at fair value, are 
reasonable. 

5. Related party relationships and transactions have been appropriately accounted for and disclosed in accordance with 
the requirements of US GAAP. 

6. All events subsequent to the date of the financial statements and for which US GAAP requires adjustment or disclosure 
have been adjusted or disclosed. 

7. The effects of uncorrected misstatements are immaterial, both individually and in the aggregate, to the financial 
statements as a whole. A list of the uncorrected misstatements is attached to the representation letter. 

8. The effects of all known actual or possible litigation and claims have been accounted for and disclosed in accordance 
with US GAAP. 


Information Provided 
9. We have provided you with: 
a. Access to all information, of which we are aware that is relevant to the preparation and fair presentation of the 
financial statements such as records, documentation and other matters; 
b. Additional information that you have requested for the purpose of the audit; and 
c. Unrestricted access to persons within the entity from whom you determined it necessary to obtain audit evidence. 
10. All transactions have been recorded in the accounting records and are reflected in the financial statements. 
11. We have disclosed to you the results of our assessment of the risk that the financial statements may be materially 
misstated as a result of fraud. 
12. We have [no knowledge of any] [disclosed to you all information that we are aware of regarding] fraud or suspected fraud 
that affects the entity and involves: 
a. Management; 
b. Employees who have significant roles in internal control; or 
c. Others when the fraud could have a material effect on the financial statements. 
13. We have [no knowledge of any] [disclosed to you all information that we are aware of regarding] allegations of fraud, or 
suspected fraud, affecting the entity's financial statements communicated by employees, former employees, analysts, 
regulators or others. 
14. We have disclosed to you all known instances of non-compliance with laws and regulations whose effects should be 
considered when preparing financial statements. 
15. We [have disclosed to you all known actual or possible] [are not aware of any pending or threatened] litigation, claims, and 
assessments whose effects should be considered when preparing the financial statements. 
16. We have disclosed to you the identity of the entity's related parties and all related party relationships and transactions 
of which we are aware. 


[Any other matters that the auditor may consider necessary] 


(Name of Chief Executive Officer and Title) (Name of Chief Financial Officer and Title) 
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Attorney's letter (Letter of Audit Inquiry) 


The auditor will also obtain a letter from each attorney with which the client did business relevant 
to any litigation, claims, or assessments with which the client may have been involved. (AU-C 501) 
e Litigation, claims & assessments 
e Corroborate info 
e If Attorneys letter is not received, it is considered a Scope Limitation. 
e Management requests the inquiry, but the letter should be physically mailed by the 
auditor. 


The primary source of evidence about litigation, claims, and assessments is the management of 
the client. Even though legal counsel will be involved, attorney-client privilege prevents the 
attorney from directly providing the auditor with information about legal matters. 


Instead, the auditor will discuss with management the manner in which legal issues with a material 
effect on the financial statements can be identified. Management will meet with legal counsel and 
then report to the auditor those matters that should be communicated, eventually providing 
assurance in the management representation letter, that all litigation, claims, and assessments 
with a material effect on the financial statements have been disclosed to the auditor. Essentially, all 
information that the attorney has to provide will be communicated to the auditor directly by 
management. 


The auditor will then prepare and arrange for management to sign a letter of inquiry to the 
attorney to obtain corroborating evidence. Management requests the inquiry, but the letter 
should be physically mailed by the auditor. The letter will identify those matters about which the 
auditor was informed by management, and request that the attorney corroborate information 
about the likelihood of losses and, where appropriate, estimates of the amount of losses. For 
losses with only a remote chance of occurring, no further information is needed. If the attorney's 
response indicates that a loss is reasonably possible or probable, clarification of the estimated loss 
may be needed to determine the appropriate disclosures and accruals, as appropriate. 


If the attorney refuses to respond to the letter of inquiry, or if management refuses to give the 
auditor permission to communicate with the entity's external legal counsel, it is considered a 
scope limitation and may require a qualified opinion or disclaimer of opinion. If the attorney is 
uncertain about the possible resolution of certain issues, this uncertainty may result in an 
emphasis-of-matter paragraph in the auditor's report without requiring any modification of the 
opinion. If a client's lawyer resigns shortly after the receipt of an attorney's letter which indicated 
no significant disagreements with the client's assessment of contingent liabilities, the auditor 
should inquire as to the reason for the resignation, as this may indicate a problem. 
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ATTORNEY'S LETTER FOR FINANCIAL AUDITS 


(Letter of Audit Inquiry) 
(Entity Letterhead) 
(Date) 
(Legal Service Provider's Name and Address) 


Dear (Name): 


In connection with an audit of our financial statements as of (Balance Sheet date) and for the (period) then 
ended, management of (name of entity) has prepared, and furnished to auditors (name and address of 
auditors) a description and evaluation of certain contingencies, including those set forth below involving 
matters with respect to which you have been engaged and to which you have devoted substantive attention 
on behalf of (name of entity) in the form of legal consultation or representation. These contingencies are 
regarded by management as material for this purpose ($ amount). Your response should include all matters 
that existed at (balance sheet date) and during the period from that date to the date of your response. 


[Alternative wording will be used when management requests the lawyer to prepare the list that describes and 
evaluates pending or threatened litigation, claims, and assessments. ] 


List of Pending or Threatened Litigation (excluding unasserted claims) 

[Ordinarily, management's information would include (1) the nature of the litigation, (2) the progress of the 
case to date, (3) how management is responding or intends to respond to the litigation (for example, to 
contest the case vigorously or to seek an out-of-court settlement), (4) an evaluation of the likelihood of an 
unfavorable outcome, and (5) an estimate of the amount or range of potential loss.] This letter will serve as 
our consent for you to furnish to our auditor all the information requested herein. Accordingly, please furnish 
to our auditors such explanation, if any, that you consider necessary to supplement the foregoing 
information, including an explanation of those matter as to which your views may differ from those stated 
and an identification of the omission of any pending or threatened litigation, claims and assessments or a 
statement that the list of such matter is complete. 


[Alternative wording will be used when management requests the lawyer to prepare the list that describes and 
evaluates pending or threatened litigation, claims, and assessments. ] 


List of Unasserted Claims and Assessments (Considered by management to be probable of assertion, and 
that, if asserted, would have at least a reasonable possibility of an unfavorable outcome) 


[Ordinarily, management's information would include (1) the nature of the matter, (2) how management 
intends to respond if the claim is asserted, (3) an evaluation of the likelihood of an unfavorable outcome, and 
(4) an estimate of the amount or range of potential loss.] Please furnish to the auditors such explanation, if 
any, that you consider necessary to supplement the foregoing information, including an explanation of those 
matters as to which your views may differ from those stated. 


We understand that whenever, in the course of performing legal services for us with respect to a matter 
recognized to involve an unasserted possible claim or assessment that may call for financial statement 
disclosure, if you have formed a professional conclusion that we should disclose or consider disclosure 
concerning such possible claim or assessment, as a matter of professional responsibility to us, you will so 
advise us and will consult with us concerning the question of such disclosure and the applicable requirements 
of Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 450, Contingencies. 
Please specifically confirm to our auditors that our understanding is correct. 


[Alternative wording will be used when management requests the lawyer to prepare the list that describes and 
evaluates pending or threatened litigation, claims, and assessments. ] 


Please specifically identify the nature of and reasons for any limitation on your response. 
[The auditor may request the client to inquire about additional matters, for example, unpaid or unbilled charges or 
specified information on certain contractually assumed obligations of the company, such as guarantees of 


indebtedness of others.] 


Please respond directly to the auditors at the above address by (date), with a specified effective date no 
earlier than (date). 


Sincerely, (Signature and title of Management's Representative) 
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Lecture 4.17 - Related Party Transactions, Specialists, 
Internal Auditors, Estimates & Subsequent Events 


Related Parties 


When a company has engaged in significant transactions with related parties, the auditor's primary 
concern is proper disclosure and presentation, so that users of the financial statements will be 
aware of them. The auditor will make inquiries of management as to the existence of related 
parties. Management, however, may have a desire to conceal related-party transactions from the 
auditor since related-party relationships may present a greater opportunity for collusion, 
concealment, or manipulation by management. In some circumstances, management may not be 
aware of certain related parties. (AU-C 550) 


As a result, the auditor must remain alert when inspecting the accounting records and performing 
other audit procedures for transactions that suggest involvement with related parties, 
including: 

e Loans at zero or unusually low interest rates. 

e Sales at prices far above or below fair market value. 

e Large, non-recurring transactions occurring very close to the balance sheet date. 

e Loan guarantees. 


Inquiries of management regarding related parties, made as part of the auditor's risk assessment 
procedures, will include: 
e The identities of the entity's related parties, including changes from prior periods. 
e The nature of the relationships between the entity and the related parties. 
e Whether the entity entered into any transactions with the related parties during the period 
and, if so, the type and purpose of the transactions. 


The auditor will also perform additional risk assessment procedures, which might include 
additional inquiries of management and others to obtain an understanding of management's 
controls for: 
e Identifying, accounting for, and disclosing related-party relationships and transactions. 
e Authorize and approve significant transactions and arrangements with related parties. 
e Authorize and approve significant transactions and arrangements outside the normal 
course of business. 


Once the auditor identifies such transactions, appropriate procedures might include: 
e Determining the business purpose of the transactions. 
e Verifying that such transactions are known to and have been approved by the board of 
directors. 
e Reading the financial statements and notes to determine that related-party transactions 
are clearly identified. 


There is no practical way to determine if all of these transactions would have taken place in the 
absence of the relationship, or if the terms would have been the same in an arm's-length 
transaction. If management makes such claims in the notes to the financial statements, the 
auditor should obtain sufficient appropriate audit evidence about the assertion. 


The auditor may identify related parties or related-party transactions that were not previously 
identified or disclosed to the auditor by management. When this occurs, the auditor should: 
e Communicate relevant information to members of the engagement team. 
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e Request that management identify all transactions with the newly identified related 
parties. 

e Inquire as to why the entity's controls over related parties failed to identify and disclose the 
related-party relationships or transactions. 

e Perform appropriate substantive audit procedures related to the newly identified related- 
party relationships or transactions. 

e Reconsider the risk that other related-party relationships or transactions may exist that 
management has not previously identified and disclosed to the auditor. 

e Evaluate the implications on the audit if the nondisclosure by management appears 
intentional. 


Specialists 


Circumstances sometimes arise in an audit when the work of a specialist is needed. In an audit of 
a jewelry store, the auditor will likely require the services of an expert gemologist to verify the 
valuation of items during the inventory count. A land surveyor might be needed to help gauge 
the quantity of property owned by the client. An actuary may be needed to provide 
interpretation of a pension agreement and determine the client's liability. An internal auditor is 
not considered to be a specialist. When using a specialist, the auditor should keep in mind that the 
audit opinion is solely the responsibility of the auditor and the findings of a specialist constitute 
audit evidence to be evaluated by the auditor. (AU-C 620) 


AU-C Section 620, Using the Work of an Auditor’s Specialist, establishes the auditor's 
responsibilities when using the work of a specialist. Although the specialist will often be 
performing tasks that the auditor is not personally capable of performing, the auditor must 
understand the methods and assumptions underlying the specialist's work, and must be able to 
evaluate the results of that work. 


The specialist, in turn, must understand the manner in which the auditor will be utilizing the 
specialist's work to provide corroborative evidence to support the auditor's opinion. These 
understandings should be documented. 


In evaluating the timing, nature, and extent of audit procedures that will be applied to the work of 
a specialist, the auditor will consider: 

e The nature of the subject matter the specialist will address. 

e The risk of material misstatement associated with the subject matter. 

e The significance of the specialist's work in the context of the audit. 

e The auditors knowledge of, and previous experience with, the work of the specialist. 

e Whether the specialist is subject to the auditor's firm's quality control policies and 

procedures. 


The auditor should carefully consider the specialist's Competence and Objectivity. Competence 
may be demonstrated by licenses, reputation, and the quality of written reports. Objectivity 
depends on the specialist not having any relationship with the client that would impair the 
specialist's independence. An auditor may still utilize the work of a specialist who lacks objectivity, 
but must consider the situation in gauging the level of persuasiveness of the evidence received 
from the specialist. 


The auditor will evaluate the adequacy of the work of the specialist, including: 
e The relevance and reasonableness of the findings and conclusions and their consistency 
with the audit evidence. 
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e If the work of the specialist involved the use of significant assumptions and methods, which 
the auditor should understand and evaluate. 

e If the work of the specialist involved the use of source data, in which case the auditor will 
evaluate its relevance, accuracy, and completeness. 


The auditor must be cautious about references to the work of the specialist in the audit 

report. Since it is not appropriate to divide responsibility for the opinion with someone who is not 
also an auditor, the auditor must not refer to the specialist in the audit report if it contains an 
unmodified opinion. 


The auditor may make reference to the work of a specialist if it is relevant to the understanding of 
a modification to the auditor's opinion. When referring to the work of a specialist, the auditor 
should indicate in the report that the reference does not reduce the auditor's responsibility for the 
opinion. 


Using the Work of Internal Auditors 


When an audit client has an internal audit function, the external auditor may have the opportunity 
to modify the nature or timing of, or reduce the extent of, further audit procedures. AU-C Section 
610, Using the Work of Internal Auditors, requires the auditor to obtain an understanding of the 
role of the internal audit function while obtaining an understanding of the entity and its 
environment, including its internal control. Based on that understanding, the auditor may 
conclude that the work of the internal audit function may provide audit evidence. In addition, the 
auditor may determine that members of the internal audit function may be used to directly assist 
the external auditor in performing audit procedures. 

e The external auditor will evaluate the objectivity and competence of internal auditors 
and the internal audit function in determining whether or not internal auditors can provide 
direct assistance to the auditor in performing audit procedures. 

e The external auditor will evaluate whether or not the internal audit function applies a 
systematic and disciplined approach that includes quality control in the performance of its 
responsibilities. 


Use of internal auditors, or the internal audit function, in an audit of an entity's financial 
statements does not relieve the external auditor of the ultimate responsibility for supporting any 
opinion expressed. As a result, the external auditor's involvement in the audit is evaluated 
throughout all stages of the engagement to determine whether or not it is sufficient. 


Prior to deciding to modify the nature, timing, or extent of audit procedures as a result of using the 
work of the internal audit function or the assistance of internal auditors, the external auditor is 
required to be satisfied as to the internal auditors’ objectivity and competence and that the 
internal auditors are applying a systematic and disciplined approach that is subject to quality 
control considerations. 

e The evaluation will be applied to the internal audit function when the external auditor 
intends to use the work of the internal audit function to obtain audit evidence. 

e The evaluation will be applied to individual internal auditors when the external auditor 
intends to obtain the direct assistance of members of the internal audit function to 
perform audit procedures under the direction, supervision, and review of the external 
auditor. 
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Internal Audit Objectivity 


In evaluating the objectivity of internal auditors, the external auditor will determine whether 
internal auditors are free of bias or conflicts of interests, and whether they are subject to the undue 
influence of others such that the professional judgment of internal auditors may be overridden or 
otherwise affected. When performing an evaluation of the objectivity of the internal audit function 
and of individual internal auditors, the external auditor should keep in mind that neither the 
internal audit function nor the internal auditors can be independent in relation to the entity. 


There are several factors that affect the Objectivity of internal auditors and the internal audit 
function. 

e The level of authority within the organization to which internal auditors report will 
significantly affect objectivity. 

o Objectivity is enhanced when internal auditors report to those charged with 
governance or an officer with appropriate authority. 

o Objectivity, on the other hand, is impaired when internal auditors report to 
management, although this can be mitigated if the internal auditors have access to 
those charged with governance. 

e Other responsibilities of internal auditors, such as participation in management or 
operations, may impair objectivity as internal auditors may end up responsible for drawing 
conclusions about their own performance. 

e Constraints or restrictions on internal auditors, such as restrictions on communications 
with the external auditors, impairs objectivity. 

e The level at which employment and remuneration decisions related to internal auditors is 
made also affects objectivity. Conclusions based on internal audit procedures applied to 
those responsible for such decisions may be affected. 

e Objectivity is enhanced when internal auditors participate in professional associations that 
impose professional standards related to objectivity on their members or when the entity's 
internal policies are designed to achieve comparable objectives. 


Internal Auditor Competence 


The external auditor will eva/uate the knowledge and skills of the internal audit function and, when 
appropriate, individual internal auditors, to determine if they are sufficient to enable internal auditors to 
perform diligently with the appropriate level of quality. There are several factors that affect the 
Competency of internal auditors. 

e The resources available to the internal audit function, relative to the size of the entity and 
the nature of its operations, will directly affect the competency of the internal audit 
function. 

e Policies related to the hiring, training, and assignment of internal auditors to engagements 
enhance competency. 

e Technical training and experience providing proficiency as an auditor enhance the 
competence of internal auditors, which may be further enhanced when internal auditors 
obtain professional designations that establish standards related to competence as a 
means of achievement. 

e Knowledge of the entity's applicable financial reporting framework and knowledge specific 
to the industry and the entity’s financial reporting are components of internal auditor 
competence. 

e Membership in professional associations establishing relevant professional standards and 
requirements for the continuing education of its members also enhance competency. 
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The external auditor will consider the objectivity and competency of internal auditors in relation to 
one another. A deficiency in objectivity cannot be compensated for by strength in competency, 
nor can a deficiency in competence be compensated for by strength in objectivity. Entity policies 
and procedures, along with the status of internal audit within the organization, which support 
objectivity, combined with a high level of competence, increase the degree to which the external 
auditor may modify the nature, timing, or extent of audit procedures as a result of reliance on the 
work or the direct assistance of internal auditors. 


When considering using the work of the internal audit function in obtaining audit evidence, it is 
essential that the work is performed applying a systematic and disciplined approach that includes 
an element of quality control. When such an approach is not applied, neither a high level of 
competence nor the strong support of the internal audit function’s objectivity can compensate. 


To judge both competence and objectivity, the outside auditor may also consider: 
e Audit documentation documenting the internal auditor's work. 
e Discussions with management. 
e The external auditor's previous dealings with the internal auditor. 
e The Internal auditor's compliance with professional internal auditing standards. 


The internal auditor can assist the external auditor in a variety of areas which include: 
e Gaining an understanding of the internal control structure - The internal auditor will be 
a useful source of information about the structure. 
e Testing controls - The internal auditor can obtain evidence for review by the outside 
auditor. 
e Substantive testing - The internal auditor can pull appropriate documents and assist the 
outside auditor in locating assets to prove their existence. 


Applying a Systematic and Disciplined Approach 


The external auditor needs to determine if the internal audit function applies a systematic and 
disciplined approach to the performance of its activities. Activities that do not apply a systematic and 
disciplined approach to their planning, performance, supervision, review and evaluation, and 
documentation are considered to be the monitoring of control activities, a component of the 
entity's internal control. When a systematic and disciplined approach is applied, however, the 
auditor may consider the work of the internal audit function in relation to obtaining audit 
evidence. 


Various factors will be considered when the external auditor is determining whether a systematic 
and disciplined approach is being applied. 

e Documentation of internal audit procedures or guidance covering areas such as risk 
assessment, audit procedures and programs, documentation, and reporting enhance the 
external auditor's perception that a systematic and disciplined approach is being applied. 

e The existence of quality control procedures, such as those related to leadership, human 
resources, and engagement performance, including quality control requirements 
established by professional associations that are applied to the internal audit function 
further enhance the perception that a systematic and disciplined approach is being 
applied. 


Regardless of the level of objectivity and competence of the internal audit function and the internal 
auditors, and regardless of whether or not the internal audit function applies a systematic and 
disciplined approach, the external auditor will not rely on the internal audit function or internal 


Page 4-120 ©Roger CPA Review 


Audit Evidence Section 4 


auditors in relation to any matters that require the application of the auditor's judgment. This 
includes significant judgments, such as: 

e Assessing the risk of material misstatement. 

e Evaluating the sufficiency of tests performed. 

e Evaluating management's assumptions as to substantial doubt as to whether or not the 
entity is a going concern. Note: SAS 132 makes it clear that management must assess the 
ability to continue as a going concern even if no such explicit requirement exists in the 
applicable financial reporting framework. 

e Evaluating significant estimates. 

e Evaluating the adequacy of disclosures or any other issues that may affect the external 
auditor's report on the financial statements. 


If the external auditor plans to either use the work of the internal audit function to obtain audit 
evidence, or to obtain direct assistance form internal auditors in the performance of audit 
procedures, the external auditor will include this information in the communication with those 
charged with governance in providing an understanding of the proposed audit approach. 


The auditor will document the results of the evaluation of: 
e The objectivity of the internal audit function and the internal auditors, including its status 
within the organization and entity policies and procedures that support objectivity; 
e The competence of the internal audit function and the internal auditors; and 
e |f using the work of the internal audit function to obtain audit evidence, the application of a 
systematic and disciplined approach by the internal audit function, including quality 
control. 


Using the Work of the Internal Audit Function to Obtain Audit Evidence 


Once the external auditor has determined that the internal audit function maintains appropriate 
levels of objectivity and competence, and that it applies a systematic and disciplined approach to 
the performance of its activities, the auditor will determine if the work of the internal audit 
function is relevant to the audit strategy and audit plan that has been established for the 
engagement. 

e Based on the auditor's assessed risk of material misstatement at the assertion level, the 
external auditor determines the nature, timing, and extent of further audit procedures that 
are responsive to that assessment. 

e Further audit procedures may include some combination of tests of controls and 
substantive audit procedures, some of which may be similar to, or the same as, procedures 
performed by the internal audit function. 

e When this is the case, the external auditor may decide to modify the nature or timing of, or 
reduce the extent of, further audit procedures that will be performed directly by the 
external auditor. 


The external auditor may use the work of the internal audit function in relation to either tests of 
controls or substantive tests. 


The work of the internal audit function may include tests of controls that are designed to 
determine if appropriate controls have been put into place and are operating effectively. The 
external auditor may be able to use the results of those tests of controls to modify the nature or 
timing of, or to reduce the extent of, tests of controls that the auditor had planned to perform. 


The work of the internal audit function may include substantive tests that are designed to 
support one or more assertions related to the reporting of events or circumstances or an account 
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balance. The external auditor may be able to use the results of those substantive tests to modify 
the nature or timing, or to reduce the extent, of substantive tests that the auditor had planned to 
perform in obtaining audit evidence relevant to that assertion. 


The work of the internal audit function may be applied to a component of a group for which the 
external auditor is the group auditor. The external auditor may be able to use the results of those 
procedures, for example, to reduce the number of components to which audit procedures are 
applied. 


The work of the internal audit function can also be used by the external auditor in obtaining 
evidence regarding the tracing of transactions through the accounting and information system to 
determine if information is being properly and accurately captured and summarized for reporting 
purposes and regarding compliance with regulatory requirements. 


The degree to which the work of the internal audit function may affect the nature or timing, or 
reduce the extent, of further audit procedures to be performed by the external auditor will be 
enhanced by effective communication and coordination between the external auditor and the 
internal audit function. 


Matters to be communicated will include: 

e The timing of the work of the internal audit function 

e The nature of the work performed or to be performed 

e The extent of audit coverage that is anticipated 

e Performance materiality and materiality at the financial statement level and, as applicable, 
for particular classes of transactions, account balances, or disclosures 

e Methods for determining sample sizes and selecting items for testing 

e Procedures related to the review and reporting of the results of the procedures 


Coordination is likely to be most effective when communication occurs at various intervals 
throughout the process. External auditors should inform the internal audit function of significant 
matters affecting it. In addition, the internal audit function should keep the external auditor 
informed as to matters that affect the audit of the financial statements and should provide 
information about, and access to, reports of the internal audit function. 


Before relying on the work of the internal audit function, the external auditor will perform certain 
procedures to determine that the work was properly planned, performed, supervised, reviewed, 
and documented; that sufficient appropriate evidence was obtained to support any conclusions 
drawn; and that conclusions that were reached were appropriate under the circumstances. The 
external auditor will evaluate the overall quality of the work and the objectivity with which the 
work was performed through: 

e = Making inquiries 

e Observing procedures 

e Reviewing work programs and documentation 


In addition, the external auditor will reperform some of the procedures included in the body of 
work of the internal audit function. Reperformance, which provides more persuasive evidence 
than other procedures that might be applied, is not required of every area of work that is being 
used but is required on the body of work of the internal audit function as a whole. In many cases, 
the external audit will focus on reperformance in those areas requiring a greater degree of 
judgment. 
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When using the work of the internal audit function to obtain audit evidence, the external auditor 
will document the nature and extent of the work used and the basis for the decision to use it. It 
will indicate the period covered by the work performed by the internal audit function and the 
results of the work. The external auditor will also document the procedures performed to evaluate 
the adequacy of the work of the internal audit function, including procedures applied in 
reperforming some of the work. 


Using Internal Auditors to Provide Direct Assistance in the Performance of Audit Procedures 


When the auditor decides to use internal auditors to provide direct assistance in the performance 
of audit procedures, it will be under the direction, supervision, and review of the external auditor. 
Before making such a decision, however, the external auditor evaluates threats to the objectivity 
and level of competence of the internal auditors providing the assistance, and internal auditors 
should not be used to the extent that they either lack the necessary objectivity or the necessary 
competence to perform the work anticipated. 


Prior to using internal auditors to provide direct assistance in the performance of audit 
procedures, the external auditor will obtain written representation from management or those 
charged with governance indicating that: 
e The internal auditors will be allowed to follow the instructions of the external auditor; and 
e The entity will not intervene in the work performed for the external auditor by the internal 
auditors. 


The amount of direction, supervision, and review will be based on the external auditor's evaluation 
of the objectivity and competence of the internal auditors. Review procedures will include, 
however, testing by the external auditor of some of the work performed by the internal auditor. In 
addition, the external auditor will instruct internal auditors to bring identified accounting and 
auditing issues to the attention of the external auditor and will remain alert to any indications that 
evaluations of the internal auditor's objectivity or competence are no longer appropriate. 


When using internal auditors to provide direct assistance to the external auditor in performing 
audit procedures, documentation will include: 
e Threats to the objectivity of the internal auditors and safeguards that eliminated the 
threats or reduced them to an acceptable level; 
e The level of competence of the internal auditors providing direct assistance; 
e The basis for deciding on the nature and extent of work to be performed by internal 
auditors; 
e The nature and extent of the review performed by the external auditor in relation to work 
performed by internal auditors; and 
e Working papers prepared by internal auditors providing direct assistance to the external 
audit in the performance of audit procedures. 


If an external auditor either uses the work of the internal audit function to obtain audit evidence or 
obtains the direct assistance from internal auditors in the performance of audit procedures, the 
external auditor will also document the basis for concluding that the external auditor was 
adequately involved in the engagement. 


Auditing Accounting Estimates, Including Fair Value 


With respect to estimates that are used in the financial statements (such as the allowance for bad 
debts and estimated warranty liability accounts), the auditor's main concern is to determine the 
reasonableness of the estimates made by management. In evaluating the reasonableness of 
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estimates, auditors normally concentrate on assumptions that are subjective and therefore 
susceptible to bias. An accounting estimate is an approximation of a financial statement element, 
item or account. 


Many items that are required to be reported or disclosed in the financial statements may not be 
susceptible to precise measurement as of the date of the financial statements and, as a result, 
require the use of accounting estimate. AU-C Section 540, Auditing Accounting Estimates, 
Including Fair Value Accounting Estimates, and Related Disclosures, provides guidance and 
requirements relative to the auditor's responsibility for accounting estimates. 


When auditing estimates, a combination of four approaches is often used: (1) review and test 
management's process, including the method of measurement, assumptions made, and the data 
used; (2) independently develop an estimate; (3) review subsequent events up to the date of the 
auditor's report; or (4) test the effectiveness of internal controls related to accounting estimates. 


The auditor's initial step is to understand the process used by management to prepare 
significant estimates. The auditor may then develop an independent expectation of the estimates 
or examine events in the subsequent period prior to the completion of the audit to determine if 
the estimates are reasonable. 


Although all accounting estimates are subject to a degree of estimation uncertainty, which results 
in a risk of material misstatement, some estimates involve a relatively low risk. These may include: 
e Accounting estimates related to transactions and activities that are not complex; 
e Estimates related to routine transactions made and updated on a regular basis; 
e Estimates that are based on data that is reliable and readily available, such as published 
interest rates or market values; and 
e Estimates of fair value using simple and easily applied measurement approaches, or 
measured under models that are generally accepted and uses observable inputs or 
assumptions. 


Some accounting estimates involve a high degree of estimation uncertainty, resulting in a relatively 
high risk of material misstatement. These may include: 
e Estimates involving the outcome of litigation; 
e Estimates of fair value for derivatives or other securities that are not publicly traded; or 
e Fair value estimates that are formulated using a complex or sophisticated model or 
involving assumptions or inputs that are not observable. 


Examples of financial statement estimates that do not involve fair value include: 
e Bad debts; 
e Inventory obsolescence; 
e Warranty obligations; 
e Depreciation methods, salvage values, and useful lives; 
e Allowances recognizing the uncertainty of recoverability of certain investments; 
e The results of long-term contracts; and 
e The financial effects of litigation settlements or judgments. 


Financial statement estimates involving fair value may include: 
e The values of complex financial instruments that are not actively traded; 
e Share-based payments; 
e Assets held for disposal; 
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e Assets or liabilities acquired in a business combination, including identifiable intangibles 
and goodwill; and 
e Nonmonetary exchanges. 


The auditor will consider estimates when performing risk assessment procedures by obtaining an 
understanding of: 
e Requirements of the applicable financial reporting framework regarding estimates; 
e How management determines when estimates are necessary for the recognition or 
disclosure of items in the financial statements; and 
e How management develops accounting estimates and the data upon which they are 
based. 


Based on the understanding, the auditor will evaluate the risk of material misstatement of 
estimates and will undertake one or more of the following, taking into account the nature of the 
accounting estimate: 
e Determine whether events up to the date of the auditor's report provide evidence 
regarding the estimate; 
e Test the methods and assumptions used by management and the data on which they are 
based; 
e Test the operating effectiveness of controls over the development of accounting estimates; 
and 
e Develop an expectation in the form of a point or range of estimates to use as a basis for 
evaluating management's estimate. 


In addition, when estimates represent significant risks of material misstatement to the financial 
statements, the auditor will apply additional procedures: 

e Address the effects of estimation uncertainty, including whether management has 
considered alternative assumptions and whether management's assumptions are 
reasonable; 

e Evaluate management's decision to recognize or not recognize accounting estimates and 
the basis used for measurement; 

e Evaluate the reasonableness of the accounting estimates; 

e Determine if disclosures are in compliance with the applicable financial reporting 
framework; and 

e Review decisions and estimates to evaluate for potential management bias. 


The auditor will also document the basis for the auditor’s conclusions about the reasonableness of 
estimates giving rise to significant risks and indicators of possible management bias. 


Generally accepted accounting principles require companies to use fair value for measuring, 
presenting, and disclosing various accounts, including investments in marketable equity securities; 
assets and liabilities acquired in a business combination; assets and liabilities exchanged in 
nonmonetary transactions; derivatives; impaired assets; and financial assets or liabilities for which 
the entity has elected the fair value option. Fair value is generally considered to be the amount at 
which an asset could be sold in a current transaction between willing parties or the amount that 
would have to be paid to transfer a liability. 


AU-C 540 includes guidelines for auditing fair value estimates. Fair value estimates are not given 
any special consideration other than the fact that the auditor needs to be aware that fair value 
estimates may be particularly susceptible to misstatement, depending on the availability of reliable 
information to measure fair value. Comparable to other estimates: 
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e Management is responsible for making the fair value measurements and disclosures 
included in the financial statements as well as identifying the significant assumptions 
underlying fair value measurements and disclosures. 

e The auditor evaluates whether fair value measurements and disclosures, as determined by 
management, including the allocation of the acquisition cost relating to a business 
combination, are in conformity with the guidance in accounting technical literature. 

e The auditor should gain an understanding of: 

o How management develops its fair value measurements and disclosures, including: 
= The experience of the personnel involved in the measurements. 
= The significant assumptions used to develop the estimates. 
= The relevant market information used to develop these assumptions (for 
example, stock price quotations and official commodity price indexes). 
= The procedures used to monitor changes in the assumptions and 
estimates. 
= The extent to which management used outside specialists to develop the 
estimates. 
o Procedures for estimating fair values in accordance with GAAP, including: 
= The market approach, using observable market price data. 
= The revenue or cash flow approach, using discounted cash flow methods. 
= The cost approach, using the replacement cost of the asset. 
o Risks associated with the use of estimates that could result in misstatement, based 
on the number, significance, and subjectivity of assumptions used to make the 
estimates. 


Subsequent Events & Subsequently Discovered Facts 


An audit cannot be completed until after the balance sheet date, and often is not completed until 
several weeks or more after year-end. Subsequent events, those occurring during the time interval 
between the balance sheet date but before the report is issued, may have an impact in one of two 
ways (AU-C 560): 

e Type 1 -Some events provide evidence of conditions existing at the balance sheet date 
that are recognized and require adjustment. The filing of bankruptcy by a customer early 
in the period subsequent to year-end may indicate that a receivable from that customer 
was not collectible as of the end of the period and should be written off. Another example 
might be the settlement of litigation for an amount different than the amount that had 
been accrued. 


e Type 2 -Some events do not affect the balance sheet, as the condition did NOT exist at 
the balance sheet date, but still represent important information that should not be 
recognized by adjusting the financial statements but should be disclosed to assist users of 
the financial statements. A fire that destroys the company's main warehouse shortly after 
the end of the period does not affect either the inventory balance or the amount reported 
as property, plant, and equipment at year-end, but would affect the significance of those 
assets and may suggest possible future difficulties. Other examples include: sale of bonds 
or issuance of stock, a purchase of a business, or a loss due to flood. 


Subsequent events must be evaluated by nonpublic entities (nonissuers) through either the date of 
issuance of the financial statements or the date that the financial statements are available to be issued. 
In the case of issuers, however, subsequent events are evaluated through the date of issuance of 
the financial statements. The date on which financial statements are available to be issued is the 
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date the auditor signs the audit report. The client may issue their financial statements on that date 
or at some later date, but the responsibility for subsequent events does not extend beyond that 
date. 


The auditor's responsibility is to make certain that management has properly identified, evaluated, 
and recognized or disclosed, as appropriate, subsequent events up through the date of the 
auditor's report. There are several audit procedures occurring after the balance sheet date that 
may reveal evidence of subsequent events: 

e Read minutes of meetings of the board of directors and other appropriate committees 
occurring after year-end to determine if there is discussion of major events occurring in the 
subsequent period; 

e Make inquiries of the client's legal counsel to determine if there is litigation, or if there are 
claims or assessments arising or being settled after the balance sheet date; 

e Read interim reports prepared by management in the subsequent period to determine if 
they show unusual transactions occurring after year-end; 

e Make inquiries of the client and obtain a management representation letter to determine if 
there were unusual transactions or major events occurring in the subsequent period; and 

e Evaluate changes in long-term debt after year-end to determine if there were major 
financial transactions occurring after the balance sheet date that affect the classification of 
liabilities and require adjustment of the balance sheet or may need to be disclosed to 
users. 


The search for subsequent events does not refer to all audit procedures applied after the 
balance sheet date, only those that are designed to identify events occurring after the balance 
sheet date. Confirmations of receivables reported by the client at the balance sheet date are sent 
to customers after year-end and responses are received after year-end. This is not, however, a 
part of the search for subsequent events since it is verification of transactions and activities 
occurring on or before the balance sheet date. The examination of write-offs of customer 
receivables after year-end, on the other hand, is used to determine either the need to adjust the 
balance sheet or make disclosures for a subsequent event, since the write-offs were events 
occurring after year-end. 


Once the audit report has been issued, the auditor normally has no ongoing responsibility to 
update the report for events occurring after that, including the resolution of lawsuits that were 
properly disclosed. The subsequent event's period refers only to the period between the balance 
sheet date and the date of the auditor's report, so the auditor's responsibility for subsequent 
events does not indicate a responsibility for events occurring after the report date. 


A problem arises, however, if the auditor discovers after the report has been issued that there 
was a transaction or event occurring before the report date. This would not be limited to the 
subsequent events period between the balance sheet and report dates, but could include events 
that occurred during the year under audit which were not identified by the auditor before the 
report was issued. Such discovery may affect the ability of the auditor to support the opinion 
expressed in the report, but only if it represented information that should have been available at 
the report date. 


Assume for example, that the audit of a client's calendar-year 20X0 financial statements is 
completed and a report dated March 5, 20X1 is issued, expressing an unqualified opinion on the 
20X0 statements. On May 28, 20X1, the auditor discovers that the client had recently suffered 
major losses due to the destruction by fire of a public warehouse which was holding in storage 
major assets of the client. This information was previously unknown to the auditor. 
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e Ifthe fire occurred on December 15, 20X0, then the financial statements for the year ended 
December 31, 20X0 require adjustment. 

e If the fire occurred on February 15, 20X1, then the 20X0 financial statements should have 
included a disclosure of this subsequent event. 

e Ifthe fire occurred on April 15, 20X1, then the auditor has no responsibility for the new 
information, since it did not represent information existing at the March 5, 20X1 report 
date. 


In the first two cases, the auditor should determine if there are parties relying on the March 5, 
20X1 report who would find this information important. If so, the auditor must take steps to 
ensure that those parties are notified that the auditor's report can no longer be relied on. 


Omitted Procedures (or Subsequent Discovery of Facts) 


Occasionally, the auditor will discover after the report is issued that they omitted procedures 
(AU-C 585) (or subsequent discovery of facts - AU-C 560) which were believed to be necessary at 
the time of the audit. This could result from a miscommunication among the audit staff or the 
failure to note an item in the audit program. 

e Assess importance of omitted procedure 

e Anything to compensate for the omitted procedure (e.g., Subsequent receipts test for A/R). 

e Perform procedure 

e Minimize reliance on the Financial Statements 

o Notify the client, regulatory agencies and anyone relying on the statements 


Notice that this discovery does not automatically indicate that the audit was deficient or that there 
were misstatements in the financial statements or notes. The auditor should first consider the 
actual importance of the omitted procedure to the auditor's opinion. The auditor may decide that 
the omitted procedure wasn't significant enough to impair their ability to support their opinion or 
that other tests applied during the engagement provided sufficient competent evidential matter to 
support the opinion, so that no further action is necessary. 


If the auditor decides that the omitted procedure is needed to support the opinion, then the client 
should be contacted and the procedure performed. Once completed, there is no need to notify 
parties relying on the report, since the auditor will once again feel they can support their 

opinion. Only if the client refuses to permit the auditor to perform the omitted procedure will it be 
necessary to withdraw the report and notify parties that they may not rely on it. 


If the procedure leads to information affecting the statements and/or notes, this will be treated as 
a subsequent discovery of facts and handled in the manner discussed earlier in this section. 
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Lecture 4.18 - Audit Evidence - Class Questions 


12. The refusal of a client's attorney to provide information requested in an inquiry letter 
generally is considered 


Grounds for an adverse opinion. 

A limitation on the scope of the audit. 
Reason to withdraw from the engagement. 
Equivalent to a significant deficiency. 


anov 


13. An auditor most likely would modify an unmodified opinion if the entity's financial statements 
include a footnote on related-party transactions 


a. Disclosing loans to related parties at interest rates significantly below prevailing market 
rates. 

b. Describing an exchange of real estate for similar property in a nonmonetary related- 
party transaction. 

c. Stating that a particular related-party transaction occurred on terms equivalent to 
those that would have prevailed in an arm’s-length transaction. 

d. Presenting the dollar volume of related-party transactions and the effects of any 
change in the method of establishing terms from prior periods. 


14. Which of the following procedures would an auditor ordinarily perform first in evaluating 
management's accounting estimates for reasonableness? 


a. Develop independent expectations of management's estimates. 

b. Consider the appropriateness of the key factors or assumptions used in preparing the 
estimates. 

c. Test the calculations used by management in developing the estimates. 

d. Obtain an understanding of how management developed its estimates. 


15. “We have disclosed to you all known instances of non-compliance with laws and regulations 
whose effects should be considered when preparing financial statements”. The foregoing 
passage is most likely from a 


Report on internal control. 

Special report. 

Management representation letter. 
Letter for underwriters. 


QaQo0o08 


16. An entity's income statements were misstated due to the recording of journal entries that 
involved debits and credits to an unusual combination of expense and revenue accounts. The 
auditor most likely could have detected this irregularity by 


Tracing a sample of journal entries to the general ledger. 

Evaluating the effectiveness of the internal control structure policies and procedures. 
Investigating the reconciliations between controlling accounts and subsidiary records. 
Performing analytical procedures designed to disclose differences from expectations. 


anov 
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17. In designing written audit programs, an auditor should establish specific audit objectives that 
relate primarily to the 


Timing of audit procedures 
Cost-benefit of gathering evidence 
Selected audit techniques 
Financial statement assertions 


anov 


Class Solutions 


12. (b) If a client's attorney refuses to provide information requested, it represents a scope 
limitation and the auditor will have to determine if sufficient appropriate audit evidence can 
be obtained by other means. It does not necessarily mean that the financial statements are 
not fairly presented, requiring an adverse opinion (a). The auditor would likely only consider 
withdrawal if the client refused to request the information from the attorney, not if the 
attorney refused to respond (c). The attorney's refusal is not within the control of the entity 
and would not represent a control deficiency, significant or otherwise (d). 


13. (c) It would be appropriate for an entity to disclose a related party loan at below-market 
interest rates (a), and an exchange of real estate in a nonmonetary transaction (b), or the 
dollar volume of related-party transactions (d). Since it is not possible for the auditor to 
determine if a related party transaction occurred on terms equivalent to an arm’s-length 
transaction, if the footnotes so indicated, the auditor would likely modify the report. 


14. (d)The first step in evaluating estimates is to obtain an understanding of how estimates are 
developed by management, which is done when the auditor performs risk assessment 
procedures in obtaining an understanding of the entity and its environment. If the auditor 
believes the approach is sound and will result in reasonable estimates, the auditor will 
consider the factors used in preparing the estimates (b) and test management's calculations 
(c). If the auditor does not believe management's approach is reliable, the auditor may, as an 
alternative procedure, develop independent estimates and compare them to management's 
estimates (a). 


15. (c)A report on internal control (I/C) generally is issued by an auditor (or independent 
accounting firm) and an auditor (or firm) generally does not make such disclosures (a). A 
special report is used when an auditor is performing an engagement other than an audit of a 
complete set of financial statements prepared in accordance with US GAAP and would not 
refer to communications from regulatory agencies (b). A letter for underwriters is a report on 
a nonissuer’s financial statements that is included in a registration statement filed with the 
SEC (d). A statement indicating that we have disclosed to you all known instances of non- 
compliance with laws and regulations whose effects should be considered when preparing 
financial statements, would be an assurance provided by the client to the auditor in a letter of 
representations. 


16. (d) Analytical procedures are required to be used in both planning and as an overall review at 
the end of the audit to look for unusual differences that were not expected. This is based on 
the expectation or anticipation theory. One would not normally expect significant changes 
from year to year in revenue and expense accounts, so if they did exist, they may be found 
when performing analytical procedures. 
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17. (d) Audit programs should be designed so the auditor who follows the program will achieve 
the audit objectives that relate to the financial statement assertions of interest. Remember 
the assertions are PERCV and we can accomplish our objectives by performing audit 
procedures. 


Task-Based Simulation 1 


l aes EH | LT = ? 


CPA Examination 


Required: 


Items 1 through 15 represent a series of unrelated statements, questions, excerpts, and com- 
ments taken from various parts of an auditor's working paper file. Below the items is a list of the 
likely sources of the statements, questions, excerpts, and comments. Select, as the best answer for 
each item, the most likely source. Select only one source for each item. A source may be selected 
once, more than once, or not at all. 


Partner's engagement review program. 
Communication with predecessor auditor. 
Auditor's engagement letter. 

Management representation letter. 

Standard financial institution confirmation request. 
Auditor's communication with the audit committee. 
Auditor's report. 

Letter for underwriters. 

Audit inquiry letter to legal counsel. 

Accounts receivable confirmation 


--zraTm™monuwp 


Items to be answered: 


1. All transactions have been recorded in the accounting records and are reflected in the 
financial statements. 


2. — In connection with an audit of our financial statements, management has prepared, and 
furnished to our auditors, a description and evaluation of certain contingencies. 


3. Provision has been made for any material loss to be sustained in the fulfillment of, or from 
the inability to fulfill, any sales commitments. 


4. Fees for our services are based on our regular per diem rates, plus travel and other out-of- 
pocket expenses. 


5. The objective of our audit is to express an unmodified opinion on the financial statements, 
although it is possible that facts or circumstances encountered may preclude us from 
expressing an unqualified opinion. 
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6. Weare not aware of any instances of non-compliance with laws and regulations that have not 
been fully disclosed. 


7. Are you aware of any facts or circumstances that may indicate a lack of integrity by any 
member of senior management? 


8. If a difference of opinion ona practice problem existed between engagement personnel and 
a specialist or other consultant, was the difference resolved in accordance with firm policy 
and appropriately documented? 


9. Although we have not conducted a comprehensive, detailed search of our records, no other 
deposit or loan accounts have come to our attention except as noted below. 


10. At the conclusion of our audit, we will request certain written representations from you about 
the financial statements and related matters. 


11. Significant assumptions used by us in making accounting estimates, including those 
measured at fair value, are reasonable. 


12. As discussed in Note 14 to the financial statements, the Company has had numerous 
dealings with businesses controlled by, and people who are related to, the officers of the 
Company. 


13. There were unreasonable delays by management in permitting the commencement of the 
audit and in providing needed information. 


14. If this statement is not correct, please write promptly, using the enclosed envelope, and give 
details of any differences directly to our auditors. 


15. The Company has suffered recurring losses from operations and has a net capital deficiency 
that raises substantial doubt about its ability to continue as a going concern. 


Task-Based Simulation Solution 1 


1. D The auditor would want management to provide assurance that all transactions 
have been recorded in the accounting records and are reflected in the financial 
statements. This relates to the completeness assertion. 


2. | In order for the auditor to obtain information about contingencies from the entity's 
legal counsel, management will prepare a list of contingencies for the auditor and 
prepare a letter of inquiry. 


3. D Management, in its letter of representation to the auditor, will give the auditor 
assurance that any contingent losses resulting from the inability to fulfill sales 
commitments have been accrued. 
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4. C To avoid a misunderstanding with the client, the auditor will prepare an 
engagement letter which will include information about how fees for services are 
determined. 

5. C To avoid a misunderstanding with the client, the auditor will prepare an 


engagement letter which will include a statement as to the objective of the 
engagement, the expression of an opinion on the financial statements, and the fact 
that circumstances could preclude the expression of an opinion. 


6. D Management, in its letter of representation to the auditor, will give the auditor 
assurance that they are not aware of any instances of non-compliance with laws 
and regulations that have not been fully disclosed. 


7. B The auditor will want to be aware of any circumstances that may indicate that 
members of senior management lack integrity. This information can be learned 
from a predecessor auditor. 


8. A When reviewing the engagement prior to the issuance of an opinion, a partner will 
want to make certain that all differences of opinion that may affect information on 
the financial statements have been resolved. 


9. E Among the issues that an auditor will want to learn from a financial institution will 
be whether the entity has loans or other accounts about which the auditor is not 
aware. A request for this information is included on a standard bank confirmation. 


10. C To avoid a misunderstanding with the client, the auditor will prepare an 
engagement letter which will include an indication that the auditor will be 
expecting a letter of representations from the client. 


11. D In its letter of representation, management will assure the auditor that the 
significant assumptions used in making accounting estimates, including those 
measured at fair value, are reasonable. 


12. G The auditor may wish to emphasize a matter, such as the existence of related party 
transactions, by adding an emphasis-of-matter paragraph to the auditor's report. 


13. F When management does not cooperate with the auditors, such as through 
unreasonable delays in permitting audit procedures, the auditor will communicate 
the problem to the board of through communication with the audit committee. 


14. J In an accounts receivable confirmation, a customer will be asked to review the 
balance owing as of a particular date and respond directly to the auditor as to 
agreement or disagreement. 


15. G The auditor will generally emphasize going concern doubts by including an 
emphasis-of-matter paragraph in the audit report. 
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Required: 


Items 1 through 10 represent audit objectives for the investments, accounts receivable, and 
property and equipment accounts. To the right of each set of audit objectives is a listing of possible 
audit procedures for that account. For each audit objective, select the audit procedure that would 
primarily respond to the objective. Select only one procedure for each audit objective. A procedure 
may be selected only once, or not at all. 


Items to be answered: 


Audit Objectives for Investments Audit Procedures for Investments 


1. Investments are properly described and | A. Trace opening balances in the subsidiary ledger to prior 


classified in the financial statements. year’s audit working papers. 

2. Recorded investments represent B. Determine that employees who are authorized to sell 
investments actually owned at the investments do not have access to cash. 
balance sheet date. C. Examine supporting documents for a sample of 

3. Investments are properly valued at investment transactions to verify that pre-numbered 
market at the balance sheet date. documents are used. 


D. Determine that any impairments in the price of 
investments have been properly recorded. 

E. Verify that transfers from the trading to the available- 
for-sale investment portfolio have been properly 
recorded. 

F. Obtain positive confirmations as of the balance sheet 
date of investments held by independent custodians. 

G. Trace investment transactions to minutes of the Board 
of Directors meetings to determine that transactions 
were properly authorized. 
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Audit Objectives for Accounts Receivable Audit Procedures for Accounts Receivable 


4. Accounts receivable represent all 


amounts owed to the entity at the A. Analyze the relationship of accounts receivable and 
balance sheet date. sales and compare it with relationships for preceding 
5. The entity has legal right to all accounts periods. 
receivable at the balance sheet date. B. Perform sales cut-off tests to obtain assurance that 
6. Accounts receivable are stated at net sales transactions and corresponding entries for 
realizable value. inventories and cost of goods sold are recorded in the 
7. Accounts receivable are properly same and proper period. 
described and presented in the financial C. Review the aged trial balance for significant past due 
statements. accounts. 


D. Obtain an understanding of the business purpose of 
transactions that resulted in accounts receivable 
balances. 

E. Review loan agreements for indications of whether 
accounts receivable have been factored or pledged. 

F. | Review the accounts receivable trial balance for 
amounts due from officers and employees. 

G. Analyze unusual relationships between monthly 
accounts receivable balances and monthly accounts 
payable balance 


Audit Objectives for Property & Equipment Audit Procedures for Property & Equipment 

8. The entity has legal right to property A. Trace opening balances in the summary schedules to 
and equipment acquired during the the prior year’s audit working papers. 
year. B. Review the provision for depreciation expense and 

9. Recorded property and equipment determine that depreciable lives and methods used in 
represent assets that actually exist at the current year is consistent with those used in the 
the balance sheet date. prior year. 

10. Net property and equipment are C. Determine that the responsibility for maintaining the 
properly valued at the balance sheet property and equipment records is segregated from 
date. the responsibility for custody of property and 

equipment. 


D. Examine deeds and title insurance certificates. 
E. Perform cut-off tests to verify that property and 
equipment additions are recorded in the proper 


period. 

F. Determine that property and equipment is adequately 
insured. 

G. Physically examine all major property and equipment 
additions. 
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To obtain evidence that investments are properly described and classified in the 
financial statements (presentation & disclosure), the auditor should be seeking 
evidence about the nature of the investments to determine if they are properly 
classified and tracing the information to the financial statements. By verifying that 
transfers from trading to available for sale have been properly recorded, the 
auditor is obtaining evidence about the classification of the investments. 


To obtain evidence that investments are actually owned at the balance sheet date 
(rights & obligations), the auditor should be seeking evidence about ownership. 
This will generally include the inspection of investment certificates that are in the 
possession of the entity and confirmation of those held by brokers or other 
independent custodians. 


To obtain evidence that investments are properly valued at market at the balance 
sheet date (valuation & allocation), the auditor should be seeking evidence about 
market value as of the balance sheet date and trace the information to the financial 
statements. By determining that impairments in value have been properly 
recorded, the auditor is obtaining evidence about value. 


To obtain evidence that all amounts owed to the entity are included in accounts 
receivable at the balance sheet date (completeness), the auditor should be seeking 
evidence to verify that all sales transactions that occurred during the period were 
recorded in the period. By performing sales cut-off tests, the auditor is making 
certain that sales occurring just before or after year-end are recorded in the proper 
period. 


To obtain evidence that the entity has legal right to all accounts receivable at the 
balance sheet date (rights & obligations), the auditor should be seeking evidence to 
determine if the entity has surrendered legal right to any accounts receivable. By 
reviewing loan agreements for indications of factoring or pledging accounts 
receivable, the auditor is obtaining evidence as to whether the legal right to 
accounts receivable has been given up by either selling the receivables or using 
them as collateral for a loan. 


To obtain evidence that accounts receivable are stated at net realizable value 
(valuation & allocation), the auditor should be seeking evidence that supports the 
client's allowance for uncollectible accounts. By reviewing the aged analysis for 
significant past due accounts, the auditor is obtaining evidence as to whether 
accounts should be written down or off as part of the measurement of the 
allowance for uncollectible accounts. 
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7. 


10. 


F 


To obtain evidence that accounts receivable are properly described and presented 
in the financial statements (presentation & disclosure), the auditor should be 
seeking evidence that indicates whether all amounts included in accounts 
receivable result for sales in the ordinary course of business and tract the 
information to the financial statements. By reviewing the accounts receivable trial 
balance for amounts due from officers and employees, the auditor is obtaining 
evidence as to whether receivables other than trade accounts receivable are 
included in the balance. 


To obtain evidence that the entity has legal right to property and equipment 
acquired during the year (rights & obligations), the auditor should be seeking 
evidence that verifies that the entity has obtained proper title for items purchased. 
By examining deeds, the auditor is obtaining evidence as to ownership and by 
examining title insurance certificates; the auditor is obtaining evidence as to 
whether others might have claims to the property. 


To obtain evidence that property and equipment actually exists at the balance 
sheet date (existence or occurrence); the auditor can physically examine the assets. 


To obtain evidence that net property and equipment are properly valued at the 
balance sheet date (valuation & allocation), the auditor should be seeking evidence 
that supports the amount at which the assets have been recorded and the amount 
reported as accumulated depreciation. By reviewing the provision for depreciation 
expense and determining if lives and methods have been used consistently, the 
auditor is obtaining evidence to support the amount reported as accumulated 
depreciation. 


©Roger CPA Review Page 4-137 


Section 4 Audit Evidence 


Task-Based Simulation 3 


l aes EH LT = ? 


CPA Examination 


Required: 


Items 1 through 12 represent possible errors and fraud that an auditor suspects are present. The 
accompanying List of Auditing Procedures represents procedures that the auditor would consider 
performing to gather evidence concerning possible errors and fraud. For each item, select one or 
two procedures, as indicated, that the auditor most likely would perform to gather evidence in 
support of that item. The procedures on the list may be selected once, more than once, or not at 
all. 


Possible misstatements due to errors and fraud 


1. The auditor suspects that a kiting scheme exists because an accounting department 
employee who can issue and record checks seems to be leading an unusually luxurious 
lifestyle. (Select only 1 procedure) 


2. An auditor suspects that the controller wrote several checks and recorded the cash 
disbursements just before year-end but did not mail the checks until after the first week of 
the subsequent year. (Select only 1 procedure) 


3. The entity borrowed funds from a financial institution. Although the transaction was properly 
recorded, the auditor suspects that the loan created a lien on the entity's real estate that is 
not disclosed in its financial statements. (Select only 1 procedure) 


4. The auditor discovered an unusually large receivable from one of the entity's new customers. 
The auditor suspects that the receivable may be fictitious because the auditor has never 
heard of the customer and because the auditor's initial attempt to confirm the receivable has 
been ignored by the customer. (Select only 2 procedures) 


5. The auditor suspects that fictitious employees have been placed on the payroll by the entity's 
payroll supervisor, who has access to payroll records and to the paychecks. (Select only 1 
procedure) 


6. The auditor suspects that selected employees of the entity received unauthorized raises from 
the entity's payroll supervisor, who has access to payroll records. (Select only 1 procedure) 


7. The entity's cash receipts of the first few days of the subsequent year were properly 
deposited in its general operating account after the year-end. However, the auditor suspects 
that the entity recorded the cash receipts in its books during the last week of the year under 
audit. (Select only 1 procedure) 


8. The auditor suspects that vouchers were prepared and processed by an accounting 
department employee for merchandise that was neither ordered nor received by the entity. 
(Select only 1 procedure) 
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9. The details of invoices for equipment repairs were not clearly identified or explained to the 
accounting department employees. The auditor suspects that the bookkeeper incorrectly 
recorded the repairs as fixed assets. (Select only 1 procedure) 


10. The auditor suspects that a lapping scheme exists because an accounting department 
employee who has access to cash receipts also maintains the accounts receivable ledger and 
refuses to take any vacation or sick days. (Select only 2 procedures) 


11. The auditor suspects that the entity is inappropriately increasing the cash reported on its 
balance sheet by drawing a check on one account and not recording it as an outstanding 
check on that account and simultaneously recording it as a deposit in a second account. 


(Select only 1 procedure) 


12. The auditor suspects that the entity's controller has overstated sales and accounts receivable 
by recording fictitious sales to regular customers in the entity's books. (Select only 2 


procedures) 


Items to be answered: 


List of Auditing Procedures 


A. Compare the details of the cash receipts journal 
entries with the details of the corresponding daily 
deposit slips. 


B. Scan the debits to the fixed asset accounts and 
vouch selected amounts to vendors’ invoices and 
management's authorization. 


C. Perform analytical procedures that compare 
documented authorized pay rates to the entity's 
budget and forecast. 


D. Obtain the cutoff bank statement and compare 
the cleared checks to the year-end bank 
reconciliation. 

E. Prepare a bank transfer schedule. 


F. Inspect the entity's deeds to its real estate. 


G. Make inquiries of the entity’s attorney concerning 
the details of real estate transactions. 


H. Confirm the terms of borrowing arrangements 
with the lender. 


I. Examine selected equipment repair orders and 
supporting documentation to determine the 
propriety of the charges. 


J. Send requests to confirm the entity's accounts 
receivable on a surprise basis at an interim date. 


L. Examine the entity's shipping documents to verify 
that the merchandise that produced the receivable 
was actually sent to the customer. 


M. Inspect the entity's correspondence files for 
indications of customer disputes for evidence that 
certain shipments were on consignment. 


N. Perform edit checks of data on the payroll 
transaction tapes. 


O. Inspect payroll check endorsements for similar 
handwriting. 


P. Observe payroll check distribution on a surprise 
basis. 


Q. Vouch data in the payroll register to documented 
authorized pay rates in the human resources 
department's files. 


R. Reconcile the payroll checking account and 
determine if there were unusual time lags between 
the issuance and payment of payroll checks. 


S. Inspect the file of prenumbered vouchers for 
consecutive numbering and proper approval by an 
appropriate employee. 


T. Determine that the details of selected 
prenumbered vouchers match the related vendors’ 
invoices. 
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K. Send a second request for confirmation of the U. Examine the supporting purchase orders and 
receivable to the customer and make inquiries of a receiving reports for selected paid vouchers. 


reputable credit agency concerning the customer's 
creditworthiness. 


Task-Based Simulation Solution 3 


1 E 
2 D 
3 H 
4 K, L 
5. P 
6 Q 
7 A 


Kiting occurs when a deposit resulting from a transfer between two cash accounts 
within the same entity is recorded in an earlier period than the disbursement from 
the other account, resulting in an overstatement of cash. By preparing a bank 
transfer schedule, the auditor can make certain that all transfers deposited are 
recorded in the same period as the disbursements. 


When checks are written and held, it will take a greater period of time for them to 
clear the bank than when they are mailed on a timely basis. By reviewing the bank 
cutoff statement, the auditor can determine if there are any unreasonable delays in 
the time it takes for checks written near the end of the period to clear the bank. 


If the auditor suspects that a loan created a lien on the entity's property, it can best 
be verified by obtaining a written confirmation from the lender. This can be 
accomplished by using a standard bank confirmation to the lending institution. 


When an auditor's suspicions of a fictitious receivable are supported by an 
unsuccessful attempt to confirm the account receivable, the auditor can try to 
confirm it a second time and make inquiries among credit agencies about the 
customer (k). In addition, the auditor can examine supporting shipping documents 
and purchase orders to make certain that the sale creating the receivable did 
actually occur (L). 


By observing the distribution of payroll checks, the auditor can determine if there 
are unclaimed checks which may be an indication of fictitious employees. 
Observing the distribution on a surprise basis prevents the person distributing the 
checks from concealing the activity from the auditor by not preparing such checks 
when the auditor is observing. 


When the auditor suspects that employees received unauthorized pay raises, the 
auditor may select items from the payroll to identify individuals who have received 
pay raises. By tracing the raises to approved pay rates, the auditor can determine 
if the raises are legitimate. 


When the auditor suspects that cash receipts were recorded in the period prior to 
when they were received and deposited, the auditor may trace the amounts 
recorded near the end of the period of the year to the deposits slips to determine if 
they were recorded in the same in which they were deposited. 


Page 4-140 


©Roger CPA Review 


Audit Evidence Section 4 


8. U If the auditor suspects that vouchers were prepared for merchandise that was 
neither ordered nor received, the auditor should select a sample from the vouchers 
and trace them to the supporting purchase orders and receiving reports. This will 
+provide the auditor with evidence that vouchers are only for merchandise that 
was ordered and received. 


9. B If the auditor believes that items that should have been recognized as expense 
were incorrectly capitalized in a fixed asset account, the auditor can analyze 
increases in the fixed asset accounts, tracing them to vendor invoices. By reviewing 
the invoices, the auditor can determine if capitalization was appropriate. 


10. A, J Lapping occurs when an employee misappropriates cash received and uses 
subsequent amounts received from other customers to reduce the balances of the 
misappropriated accounts. As a result, reductions to accounts involved in the 
lapping scheme will be reduced later than the payment is actually made by the 
customer. By sending confirmations to customers on a surprise basis, customers 
may notify the auditor of balances that do not reflect payments that were made. 


11. E If the auditor suspects that the company is writing a check from an account and not 
listing it as an outstanding check, artificially increasing the balance, while recording 
it as a deposit to another account, which is a kiting scheme, a bank transfer 
schedule will show transfers in that exceed transfers out. 


12. J, L If the auditor suspects that fictitious sales have been recorded, increasing sales and 
accounts receivable, the auditor can use accounts receivable confirmations to 
detect overstated accounts receivable. In addition, tracing recorded sales to the 
company's shipping documents will reveal sales that are not supported by shipping 
documents indicating that goods were not actually shipped. 
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The Uniform EH LL = ? TESTLET 
CPA Examination ° 


Scroll down to complete all parts of this task. 


Client Company Profile 


The Finer Things Company is a small chain of retail stores, specializing in gifts, such as unique 
jewelry, handbags, and other accessories, as well as candles, greeting cards, and wrapping paper. 
The Finer Things opened its first two stores twelve years ago, and experienced such positive results 
that it opened its third store during 20X3. These three stores are all located in upper middle class 
towns, within a fifteen-mile radius of the company’s headquarters. Looking to further continue its 
growth, The Finer Things sought to purchase a small building for a “good” price in order to open 
another store. It found its ideal building in a small, industrial town nearly fifty miles from the 
company's headquarters. The Finer Things closed on the Centre Building on January 2, 20X6, for a 
price of $577,000, utilizing a nine-year note, which requires equal payments due each January 1. 
The company successfully opened its fourth store during 20X6. The company’s long-term goal is to 
continue to grow so that it can launch an initial public offering within eight to ten years. 


Marketing 


Although the retail industry is highly competitive and can be difficult to enter, The Finer Things 
found its niche with its unique gift offerings. At the company’s inception, its unique offerings were 
difficult for customers to procure from other places. However, due to the near exponential growth 
of online shopping, customers are now able to purchase many of The Finer Things’ items directly 
from their manufacturers. In order to combat this challenge, The Finer Things has opened an 
“internet store,” where it has had reasonable success attracting customers with its “Never Pay for 


Shipping” policy. 


Management 


The company is a partnership formed by Janice Neighbors and Olivia Park, two college roommates. 
The original vision had been for each partner to run one of the two stores, almost as if each was an 
independent entity. As time progressed and the business grew, the women changed their business 
model and hired several friends as part of the management team. Ms. Neighbors assumed the role 
of CEO, while Ms. Park became CFO. They formed a five-person Board of Directors, with each 
partner choosing two trusted individuals from her family, and the two partners together chose a 
business associate as the fifth member. As there is not a separate audit committee, the Board of 
Directors fulfills this function. As an incentive to join the Board of Directors, each member received 
a small stake in the company. 
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Engagement 


You are a manager with Providence LLC (“Providence”), a mid-sized national auditing firm. You are 
in the process of completing the Financial Statement audit of The Finer Things Company (“The 
Finer Things”), a non-issuer, for the year ended 20X6. You have participated in the audit of The 
Finer Things for all five years that they have been one of Providence’s clients. 


Providence is a growing firm, known especially for its expertise in the retail and manufacturing 
industries. Providence has been fortunate to have gained several large, new clients during 20X6. 
The firm assigned a newly promoted senior associate to the audit staff after the interim planning 
and fieldwork phase had been completed. The former senior associate on the engagement, John 
Swanson, has been shifted to one of Providence’s new clients, which is also one of your clients. You 
have worked with John on multiple engagements and have complete faith in his work. At 
Providence, The Finer Things account has the reputation of being “easy and straightforward, 
perfect for a new senior associate.” 


Due to the increased number of audit clients for Providence, the partners have requested that 
engagement staff evaluate the timing of their audit procedures, and shift as much audit work as 
possible from the year-end fieldwork phase to the interim planning and fieldwork phase in order 
to free up auditor time to take on additional clients during the busiest time of the year. This is 
possible as Providence’s interim testing of The Finer Things’ internal controls has been favorable. 
The partners have also assigned earlier deadlines for finishing audit work on existing clients. You 
are experiencing a lot of pressure to complete work on The Finer Things so that you may focus 
your attention on some new, more complex clients. 


The Finer Things has provided you with its December 31, 20X6 and 20X5, balance sheets, its 
December 31, 20X6 and 20X5, income statements, its Unadjusted Pre-closing 20X6 Trial Balance, 
and its 20X6 Budget. You are completing your review of your staff's workpapers, including 
analytical procedures performed, in order to prepare for a final meeting with the engagement 
partner. The partner has requested that the meeting occur in the next few days, prior to his two 
weeks of travel to work on a new west coast client. 


Task 


Review the Balance Sheet Fluctuation Analysis (for items 1 through 10) and the Budget to Actual 
Comparison (for the last item), focusing especially on the conclusions formed. These documents 
will form the crux of the discussion areas with the partner and you will utilize these documents in 
your meeting. Based on the review of the comparative balance sheets, income statements, trial 
balance, and budget, review the senior associate's analytics and conclusion. Revise the comments 
and conclusion as needed, correcting any errors, and adding any necessary comments. You also 
may wish to delete an entire comment, and separately instruct the senior associate to perform 
additional procedures. Ensure that the workpaper’s results are appropriate, given the information 
provided. 


To revise the workpaper review comments, click on each segment of underlined text below and 
select the needed correction, if any, from the list provided. If the text already is correct in the 
context of the document, select [Original text] from the list. If removal of the text is the best 
revision to the workpapers, select [Delete text] from the list. 
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Balance Sheet Fluctuation Analysis 
The Finer Things Company 
Balance Sheets Fluctuation Analysis 
December 31, 20X6 and 20X5 


$ % 
20X6 20X5 Change Change 
Cash & Cash Equivalents 1,553,805 1,723,915 (170,110) -9.9% 
Accounts Receivable 292,370 297,500 (5,130) -1.7% 
Less: allowance for doubtful 
accounts - - - 
Prepaid Expenses 44,690 41,940 2,750 6.6% 
Inventory - Goods Held for Sale 788,650 363,530 425,120 116.9% 
Notes Receivable 460,000 540,000 (80,000) -14.8% 
Total Current Assets 3,139,515 2,966,885 
Buildings, at cost 577,000 - 577,000 100.0% 
Furniture & Fixtures 760,000 760,000 - 0.0% 
Less: accumulated depreciation (600,000) (570,000) (30,000) 5.3% 
Other Fixed Assets 65,000 65,000 - 0.0% 
Less: accumulated depreciation (39,000) (26,000) (13,000) 50.0% 
Total Long-term Assets 763,000 229,000 
Total Assets 3,902,515 3,195,885 
Current Liabilities: 
Accounts Payable 347,800 218,400 129,400 59.2% 
Taxes Payable 124,640 123,950 690 0.6% 
Accrued Expenses 47,850 53,910 (6,060) -11.2% 
Total Current Liabilities 520,290 396,260 
Notes Payable 577,000 - 577,000 100.0% 
Total Liabilities 1,097,290 396,260 
Common Stock 2,250,000 2,250,000 - 0.0% 
Retained Earnings 555,225 549,625 5,600 1.0% 
Total Equity 2,805,225 2,799,625 
Total Liabilities and Equity 3,902,515 3,195,885 
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Comments: 


1. Decrease in Cash & Cash Equivalents is reasonable because net income also decreased. 


2. Increase in Inventory is reasonable due to addition of fourth store. 


3. Notes Receivable decrease is consistent with decrease in Cash & Cash Equivalents. 


4. Increase in Buildings, at cost is reasonable due to Centre building purchase. 


5. Compared Accumulated Depreciation as a % of Furniture & Fixtures. Increased slightly from 
75% to 79%. Change is too immaterial to investigate. 


6. Increase in Accounts Payable is reasonable due to addition of another store and due to its 
inverse relationship to Accrued Expenses. 


7. Minimal increase in Taxes Payable; too immaterial to investigate. 


8. Decrease in Accrued Expenses is reasonable due to its inverse relationship to Accounts 
Payable. 


9. Notes Payable balance of $577,000 is reasonable due to purchase of Centre Building. As there 
was no Note Payable at December 31, 20X5, the 20X5 balance is appropriately shown as $0. 


10. Conclusion: Based on end-of-audit analytics performed, Balance Sheet is reasonably stated 
and is free of material misstatement. 
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Budget to Actual Comparison 
The Finer Things Company 
Budget to Actual Comparison 
20X6 Budget compared to 20X5 Actual 


Budget Actual $ Change % Change 
20X6 20X5 F/(U) F/(U) 
Sales, net of returns & 
allowances 4,900,000 4,184,650 715,350 17.1% [1] 
Less: cost of goods sold (2,136,400) (1,824,300) (312,100) 17.1% [1] 

Net sales 2,763,600 2,360,350 403,250 17.1% [1] 
Other Income 11,000 11,000 > 0.0% 

Net revenue 2,774,600 2,371,350 403,250 17.0% 
Compensation expense 1,152,733 1,130,130 22,603 2.0% [2] 
Legal and professional expense 120,000 116,700 3,300 2.8% [3] 
Facilities expense 712,000 680,000 32,000 4.7% [3] 
Depreciation expense 43,000 43,000 - 0.0% [4] 
Other expense 395,000 294,660 100,340 34.1% [5] 

Total expense 2,422,733 2,264,490 158,243 7.0% 

Net operating revenue 351,867 106,860 245,007 229.3% [1] 
Income taxes 110,563 94,860 15,703 16.6% [6] 
Net revenue 241,304 12,000 229,304 1910.9% [7] 

F/(U) = favorable/(unfavorable) 

[1] Increase appears reasonable due to opening new store. 

[2] Expected higher increase due to opening new store. However, per client discussion, staff 
was moved to different locations in lieu of making additional hires. More hiring to come in 
20X7. 

[3] Increase consistent with prior year increases. 

[4] Appears reasonable as no new Furniture & Fixtures additions. 

[5] Based on discussion with client, appears reasonable due to costs associated with opening 
new store. 

[6] Increase is consistent with increase in net revenue. 

[7] The Finer Things has accomplished its goal of increasing revenue while holding expenses 


to less of an increase. 
Comments: 


11. Conclusion: Per discussions with client and audit work performed, year-end results for 
December 31, 20X6 and 20X5, appear reasonable. Overall results are consistent with our 
understanding of The Finer Things Company. 
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Items for Analysis 


Decrease in Cash & Cash Equivalents is reasonable because net income also decreased. 


1. Choose an option below: 


e [Original text] Decrease in Cash & Cash Equivalents is reasonable because net income also 
decreased. 


e [Delete text] 


e Decrease in Cash & Cash Equivalents is not reasonable because net income also 
decreased. 


e Decrease in Cash & Cash Equivalents is reasonable because net income increased. 
e Decrease in Cash & Cash Equivalents is not reasonable because net income increased. 


Increase in Inventory is reasonable due to addition of fourth store. 
2. Choose an option below: 
e [Original text] Increase in Inventory is reasonable due to addition of fourth store. 
e [Delete text] 
e Decrease in Inventory is reasonable due to addition of fourth store. 
e Increase in Inventory is not reasonable due to addition of fourth store. 
e Decrease in Inventory is not reasonable due to addition of fourth store. 


Notes Receivable decrease is consistent with decrease in Cash & Cash Equivalents. 
3. Choose an option below: 


e [Original text] Notes Receivable decrease is consistent with decrease in Cash & Cash 
Equivalents. 


e [Delete text] 

e Notes Receivable decrease is inconsistent with decrease in Cash & Cash Equivalents. 
e Notes Receivable decrease is proportional with decrease in Cash & Cash Equivalents. 
e Notes Receivable decrease is unrelated to decrease in Cash & Cash Equivalents. 


Increase in Buildings, at cost is reasonable due to Centre Building purchase. 


4. Choose an option below: 

e [Original text] Increase in Buildings, at cost is reasonable due to Centre Building purchase. 

e [Delete text] 

e Increase in Buildings, at cost is unreasonable due to Centre Building purchase. 

e Increase in Buildings, at cost is reasonable due to Centre Building finance lease and 
leasehold improvements. 

e Increase in Buildings, at cost is unreasonable due to Centre Building finance lease and 
leasehold improvements. 

e Increase in Buildings, at cost is reasonable due to Centre Building purchase and the 
resulting leasehold improvements. 

e Increase in Buildings, at cost is unreasonable due to Centre Building purchase and the 
resulting leasehold improvements. 
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Compared Accumulated Depreciation as a % of Furniture and Fixtures. The percentage 
increased slightly from 75% in 20X5 to 78% in 20X6. Change is too immaterial to investigate. 


5. Choose an option below: 


e [Original text] Compared Accumulated Depreciation as a % of Furniture and Fixtures. The 
percentage increased slightly from 75% in 20X5 to 78% in 20X6. Change is too immaterial 
to investigate. 


e [Delete text] 


e Compared Accumulated Depreciation as a % of Furniture and Fixtures. The percentage 
decreased slightly from 78% in 20X5 to 75% in 20X6. Change is too immaterial to 
investigate. 


e Compared Accumulated Depreciation to Depreciation Expense. Accumulated Depreciation 
for Furniture & Fixtures is reasonable as it is equal to Depreciation Expense for the year. 
e Compared Accumulated Depreciation to Depreciation Expense. Accumulated Depreciation 


for Furniture & Fixtures is reasonable as its change from 20X5 is equal to Depreciation 
Expense for the year for 20X6. 


Increase in Accounts Payable is reasonable due to addition of another store and due to its 
inverse relationship with Accrued Expenses. 


6. Choose an option below: 


e [Original text] Increase in Accounts Payable is reasonable due to addition of another store 
and due to its inverse relationship with Accrued Expenses. 


e [Delete text] 


e Increase in Accounts Payable is reasonable due to its inverse relationship with Accrued 
Expenses. 


e Increase in Accounts Payable is reasonable due to its proportional relationship with 
Accrued Expenses. 


e Increase in Accounts Payable is reasonable due to the addition of another store. 


Minimal increase in Taxes Payable; too immaterial to investigate. 


7. Choose an option below: 
e [Original text] Minimal increase in Taxes Payable; too immaterial to investigate. 
e [Delete text] 
e Minimal increase in Taxes Payable; amount appears reasonable. 
e Minimal increase in Taxes Payable; too material to investigate. 
e Minimal increase in Taxes Payable; further investigation required. 


Decrease in Accrued Expenses is reasonable due to its inverse relationship to Accounts 
Payable. 
8. Choose an option below: 


e [Original text] Decrease in Accrued Expenses is reasonable due to its inverse relationship 
to Accounts Payable. 


e [Delete text] 


e Decrease in Accrued Expenses is not reasonable due to its inverse relationship to Accounts 
Payable. 


e Decrease in Accrued Expenses is reasonable due to its direct relationship to Accounts 
Payable. 
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e Decrease in Accrued Expenses is not reasonable due to its direct relationship to Accounts 
Payable. 


Notes Payable balance of $577,000 is reasonable due to purchase of Centre Building. As 
there was no Note Payable at December 31, 20X5, the 20X5 balance is appropriately shown 
as $0. 


9. Choose an option below: 


e [Original text] Notes Payable balance of $577,000 is reasonable due to purchase of Centre 
Building. As there was no Note Payable at December 31, 20X5, the 20X5 balance is 
appropriately shown as $0. 


e [Delete text] 


e Notes Payable balance of $577,000 due to purchase of Centre Building is incorrect. Since 
the Centre Building is appropriately classified as an asset, this liability should be removed 
from the Balance Sheet. 


e Notes Payable balance of $577,000 due to purchase of Centre Building is incorrect, as the 
dollar amount is incorrect. As there was no Note Payable at December 31, 20X5, the 20X5 
balance is appropriately shown as $0. 


e Notes Payable balance of $577,000 is reasonable due to purchase of Centre Building. 
However, the Notes Payable balance at December 31, 20X5, is incorrect. Since The Finer 
Things knew that the Centre Building transaction was scheduled to close on January 2, 
20X6, the Note Payable qualifies as a subsequent event, and should be reflected on the 
December 31, 20X5, Balance Sheet as well. 


Conclusion: Based on end-of-audit analytics performed, Balance Sheet is reasonably stated 
and is free of material misstatement. 


10. Choose an option below: 


e [Original text] Conclusion: Based on end-of-audit analytics performed, Balance Sheet is 
reasonably stated and is free of material misstatement. 


e [Delete text] 
e Conclusion: Balance Sheet is reasonably stated. 


e Conclusion: Based on end-of-audit analytics performed, Balance Sheet is not reasonably 
stated and is not free of material misstatement. 


e Conclusion: Balance Sheet is not reasonably stated. 


Conclusion: Per discussions with client and audit work performed, year-end results for 
December 31, 20X6 and 20X5, appear reasonable. Overall results are consistent with our 
understanding of The Finer Things Company. 


11. Choose an option below: 

e [Original text] Conclusion: Per discussions with client and audit work performed, year-end 
results for December 31, 20X6 and 20X5, appear reasonable. Overall results are consistent 
with our understanding of The Finer Things Company. 

e [Delete text] 

e Conclusion: Per discussions with client, audit work, and analytical procedures performed, 
year-end results for December 31, 20X6 and 20X5, appear reasonable. Overall results are 
consistent with our understanding of The Finer Things Company. 
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e Conclusion: Per discussions with client and analytical procedures performed, year-end 
results for December 31, 20X6 and 20X5, appear reasonable. Overall results are consistent 
with our understanding of The Finer Things Company. 

e Conclusion: Per analytical procedures and audit work performed, year-end results for 
December 31, 20X6 and 20X5, appear reasonable. Overall results are consistent with our 
understanding of The Finer Things Company. 


Exhibits 


Comparative Draft Financial Statements 


The Finer Things Company 
Balance Sheets - Draft for Discussion Purposes Only 
December 31, 20X6 and 20X5 


20X6 20X5 
Cash & Cash Equivalents 1,553,805 1,723,915 
Accounts Receivable 292,370 297,500 

Less: allowance for doubtful accounts - - 
Prepaid Expenses 44,690 41,940 
Inventory - Goods Held for Sale 788,650 363,530 
Notes Receivable 460,000 540,000 
Total Current Assets 3,139,515 2,966,885 
Buildings, at cost 577,000 - 
Furniture & Fixtures 760,000 760,000 

Less: accumulated depreciation (600,000) (570,000) 
Other Fixed Assets 65,000 65,000 

Less: accumulated depreciation (39,000) (26,000) 

Total Long-term Assets 763,000 229,000 
Total Assets 3,902,515 3,195,885 

20X6 20X5 
Current Liabilities: 

Accounts Payable 347,800 218,400 
Taxes Payable 124,640 123,950 
Accrued Expenses 47,850 53,910 
Total Current Liabilities 520,290 396,260 
Long-term Liabilities: 

Notes Payable 577,000 - 
Total Liabilities 1,097,290 396,260 
Common Stock 2,250,000 2,250,000 
Retained Earnings 555,225 549,625 
Total Equity 2,805,225 2,799,625 
Total Liabilities and Equity 3,902,515 3,195,885 
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The Finer Things Company 
Income Statements - Draft for Discussion Purposes Only 
For the years ended December 31, 20X6 and 20X5 
20X6 20X5 

Sales, net of returns & allowances 4,534,030 4,184,650 
Less: cost of goods sold (1,925,965) (1,824,300) 

Net sales 2,608,065 2,360,350 
Other Income 12,000 11,000 

Net revenue 2,620,065 2,371,350 
Compensation expense 1,213,220 1,130,130 
Legal and professional expense 164,200 116,700 
Facilities expense 742,340 680,000 
Depreciation expense 43,000 43,000 
Other expense 403,405 294,660 

Total expense 2,566,165 2,264,490 
Net operating revenue 53,900 106,860 
Income taxes 48,300 94,860 
Net revenue 5,600 12,000 

Analytical Procedures Computations 
The Finer Things Company 
Analytical Procedures Computations 
December 31, 20X6 and 20X5 
20X6 20X5 
Ratio (Formula) Result Result 

Working Capital (Current Assets - Current Liabilities) 2,619,225 2,927,259 
Current Ratio (Current Assets / Current Liabilities) 6.03 7.49 
Quick Ratio ((Cash + Net Receivables) / Current Liabilities) 4.43 6.46 
Inventory Turnover (Cost of Goods Sold / Average Inventory) 3.34 4.68 
Days Supply in Average Inventory (360 / Inventory Turnover) 107.78 76.92 
Debt to Equity Ratio (Total Debt / Total Equity) 0.39 0.14 
Debt to Total Assets (Total Debt / Total Assets) 0.28 0.12 
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Trial Balances 
The Finer Things Company 
Year Ended December 31, 20X6 
Preclosing, Unadjusted Trial Balance 


Account 
No. 


1101 
1102 
1103 
1110 


1201 
1202 
1301 
1302 
1401 
1501 
1601 
1602 
1603 
1604 
1605 
2101 
2201 
2202 
2203 
2301 
2601 
3101 
3201 
3301 
4101 
4102 
4103 
4104 
4105 
4150 
4200 
6101 
6102 
6201 
6202 
6203 
6204 
6301 
6302 


Account Description 
Cash - checking account 1234567 
Cash - payroll account 1234568 
Cash - CD 
Petty Cash 
Account Receivable - credit card 
companies 
Allowance for Doubtful accounts 
Prepaid Insurance 
Other Prepaid Expenses 
Inventory - Goods held for sale 
Notes Receivable 
Furniture and Fixtures 


Accumulated Depreciation, Furniture & Fixtures 


Vehicle - Park 

Accumulated Depreciation, Vehicle 
Centre Building 

Accounts Payable 

Sales Tax Payable 

Payroll Tax Payable 

Income Taxes Payable 

Accrued Expenses 

Notes Payable 

Common Stock 

Retained Earnings 

Dividends Paid 

Sales Revenue - Store 1 

Sales Revenue - Store 2 

Sales Revenue - Store 3 

Sales Revenue - Internet Store 
Sales Revenue - Store 4 

Sales Returns, Allowances, Discounts 
Bank Interest Income 

Sales Expense - Cost of Goods Sold 
Sales Expense - Shipping Expense 


Payroll Expense - Partners c 
Payroll Expense - Employees c 
Benefits Expense - Partners € 
Benefits Expense - Employees c 
Legal Fees LP 
Accounting and Auditing Fees LP 


Year 20X6 
Debit Credit 

610,205 
93,250 
850,000 
350 
292,370 
43,400 
1,290 
788,650 
460,000 
760,000 

600,000 
65,000 

39,000 
577,000 

347,800 

27,860 

81,400 

15,380 

47,850 

577,000 

2,250,000 

549,625 

2,500,000 

990,000 

699,700 

450,000 

127,400 
233,070 

12,000 
1,882,965 
43,000 
330,000 
447,020 
92,500 
164,100 
89,200 
75,000 


Year 20X5 
Debit Credit 
841,785 
81,780 
800,000 
350 
297,500 
41,000 
940 
363,530 
540,000 
760,000 
570,000 
65,000 
26,000 
218,400 
46,450 
67,500 
10,000 
53,910 
2,250,000 
537,625 
2,340,000 
1,060,000 
847,000 
175,000 
237,350 
11,000 
1,808,800 
15,500 
300,000 
461,770 
87,600 
142,560 
46,700 
70,000 
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Account Year 20X6 Year 20X5 

No. Account Description Debit Credit Debit Credit 

6401 Rent Expense f 398,000 380,000 

6402 Repairs and Maintenance Expense f 37,600 35,400 

6403 Store Supplies Expense f 23,200 22,700 

7101 Utilities Expense f 283,540 241,900 

7102 Office Supplies Expense o 2,870 2,760 

7301 Miscellaneous Expense o 329,375 266,900 

7302 Dividend Expense o 25,000 25,000 
Depreciation Expense, Furniture & 

7501 Fixtures 43,000 43,000 

7901 Interest Expense o 46,160 

8101 Payroll Tax Expense c 179,600 138,200 

8102 Income Taxes Expense 48,300 94,860 

9,315,015 9,315,015 8,212,885 8,212,885 
Variance - - 
5,600 4,773,500 4,779,100 
Note: net income not yet closed into retained earnings 5,600 12,000 
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Document Review Simulation Solution 


1. 


[Delete text] 


The change in Cash & Cash Equivalents is unrelated to the change in Net Income. You should 
instruct the senior associate to (1) meet with the client to discuss the reasons for the $170,110 
decrease in Cash & Cash Equivalents and obtain appropriate documentation to support the 
client’s statements, (2) review the audit workpapers once again, and (3) review the Statement 
of Cash Flows. After the senior associate has finished these steps, he should update the 
Balance Sheet Fluctuation Analysis with a better explanation of the decrease in Cash & Cash 
Equivalents. 


[Delete text] 


While the addition of a fourth store may have contributed to a portion of the Inventory 
increase, it does not make sense that increasing the number of stores by 33.3% would cause 
Inventory to increase by 116.9%. You should instruct the senior associate to (1) meet with the 
client to discuss the reasons for the $425,120 increase in Inventory and to obtain appropriate 
documentation to support the client's statements, (2) review the audit workpapers once again, 
and (3) compute the Inventory Turnover Ratio (Cost of Goods Sold divided by Average 
Inventory). A very low Inventory Ratio may identify obsolete or slow-moving inventory that 
needs to be written down or written off in the valuation of Ending Inventory. A write down may 
have a material effect on the financial statements. After the senior associate has completed 
these procedures, he should update the Balance Sheet Fluctuation Analysis with a better 
explanation for the increase in Inventory. 


[Delete text] 


A decrease in Notes Receivable would either generate an increase in Cash & Cash Equivalents 
(if payment is received) or an increase in Miscellaneous Expense (if an amount is written off as 
a bad debt expense). Since Cash & Cash Equivalents decreased year over year, its change is not 
related to the change in the Notes Receivable line item. You should instruct the senior 
associate to (1) meet with the client to discuss the reasons for the $80,000 decrease in Notes 
Receivable and to obtain appropriate documentation to support the client’s statements, and 
(2) review the audit workpapers once again. After the senior associate has completed these 
procedures, he should update the Balance Sheet Fluctuation Analysis with a better explanation 
of the decrease in Notes Receivable. The answer is not “Notes Receivable decrease is 
inconsistent with decrease in Cash & Cash Equivalents” as the comments ideally indicate that 
the accounts are materially accurate, indicate what change is necessary to make them so, or 
refer the reader to other workpapers that do. 


[Original text] Increase in Buildings, at cost is reasonable due to Centre Building purchase. 


The background information states that The Finer Things closed on its purchase of Centre 
Building on January 2, 20X6, for a price of $577,000. Since The Finer Things owns the Centre 
Building, there are no leasehold improvements resulting from this purchase. 


Compared Accumulated Depreciation to Depreciation Expense. Accumulated Depreciation for 
Furniture & Fixtures is reasonable as its change from 20X5 is equal to Depreciation Expense for 
the year for 20X6. 


There is not necessarily any relationship between Furniture & Fixtures and Accumulated 
Depreciation, other than the fact that Accumulated Depreciation should never exceed the total 
of Furniture & Fixtures—making any variance meaningless. However, there is a relationship 
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10. 


between Furniture & Fixtures and Depreciation Expense on Furniture & Fixtures that reflects 
the average useful life of the assets, which is the basis for the calculation of the annual 
expense. Unless a company disposes of an item, the change in Accumulated Depreciation 
should equal Depreciation Expense for the year. The Furniture & Fixtures balance is the same 
as the previous year, indicating no disposals. 


[Delete text] 


There is no relationship between Accounts Payable and Accrued Expenses. While the addition 
of a fourth store may have contributed to a portion of the Accounts Payable increase, it does 
not necessarily make sense that increasing the number of stores by 33.3% would cause 
Accounts Payable to increase by 59.2%. You should instruct the senior associate to (1) meet 
with the client to discuss the reasons for the $129,400 increase in Accounts Payable and to 
obtain appropriate documentation to support the client's statements and (2) review the audit 
workpapers once again. After the senior associate has followed these procedures, he should 
update the Balance Sheet Fluctuation Analysis to provide a better explanation of the increase 
in Accounts Payable. 


[Original text] Minimal increase in Taxes Payable; too immaterial to investigate. 


The auditor can rely on the combination of testing of the Payables system that was performed 
during the interim planning and testing phase and any substantive tests performed during the 
year-end fieldwork phase to ensure that the balance is reasonable. As a result of this 
assurance, there is no need to investigate a 0.6% change. 


[Delete text] 


There is no relationship between Accounts Payable and Accrued Expenses. You should instruct 
the senior associate to (1) meet with the client to discuss the reasons for the $6,060 decrease 
in Accrued Expenses and to obtain appropriate documentation to support the client’s 
statements and (2) review the audit workpapers once again. After the senior associate has 
followed these procedures, he should update the Balance Sheet Fluctuation Analysis to provide 
a better explanation of the decrease in Accrued Expenses. 


Notes Payable balance of $577,000 due to purchase of Centre Building is incorrect, as the 
dollar amount is incorrect. As there was no Note Payable at December 31, 20X5, the 20X5 
balance is appropriately shown as $0. 


The background information states that The Finer Things closed on the Centre Building on 
January 2, 20X6, utilizing a nine-year note, which requires equal payments due each January 1. 
However, the Balance Sheet amount is incorrect. There is a payment due on January 1, 20X7, 
which should be shown in a Current Liability line item of “Short term Portion of Long term 
Debt.” The December 31, 20X6, Notes Payable amount should be $577,000 less the amount of 
the short-term portion of the long-term debt. The December 31, 20X5, balance is appropriately 
shown to be $0. Since the purchase was not completed and the note payable was not signed 
until January 2, 20X6, there is no subsequent event affecting the financial statement amounts 
at December 31, 20X5, although The Finer Things should have disclosed the transaction in the 
Notes to the December 31, 20X5, Financial Statements. 


[Delete text] 


At this time, the auditor cannot determine whether the Balance Sheet is reasonably stated for 
several reasons, including: (1) The auditor needs to obtain more information about the 
changes in Cash & Cash Equivalents, Inventory, Notes Receivable, Accounts Payable, and 
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Accrued Expenses. (2) The auditor also did not comment upon the changes in Accounts 
Receivable or Prepaid Expenses, which may indicate that the work in that area is incomplete. 
(3) The Balance Sheet does not break out the current portion of long-term debt. 

(4) Additionally, there is no Accumulated Depreciation line item for Buildings, at cost (nor is 
there any Depreciation Expense present in the Trial Balance for Buildings), which indicates 
another potential problem with the financial statements. (5) There is no explanation as to why 
there is no increase to Furniture & Fixtures, despite the opening of a new store. There is still 
quite a bit of work to be done on this engagement in order to form a proper opinion on the 
financial statements. 


11. [Delete text] 


While the comparisons and client explanations appear reasonable, there is a fundamental flaw 
in this workpaper. When performing analytical procedures, the data being compared must 
include at least one amount from the actual results of the period under audit, which is year 
ended December 31, 20X6. The December 31, 20X5, Income Statement already was audited 
and reported upon in the prior year audit. Budgeted amounts are neither audited nor reported 
upon. The manager needs to instruct the senior associate to delete the entire workpaper, and 
to complete a new analysis of 20X6 Budget amounts compared to 20X6 Actual amounts. This 
workpaper underscores the importance of properly supervising the work of staff. 
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Audit Sampling 


Lecture 5.01 - Audit Sampling 


AU-C Section 530, Audit Sampling refers to the examination of less than 100% of a population and 
using the results as a basis for drawing a general conclusion on the entire population. Since there 
is far more data available than an auditor will have time to examine during an audit, the use of 
sampling is an essential technique. 


Audit Risk 


e Risk of Material Misstatement (RMM) 
o Inherent Risk (IR) 
o Control Risk (CR) 
e Detection Risk (DR) 
o Test of Details Risk (TD) 
o Substantive Analytical Procedures Risk (AP) 
o Nonsampling Risk (Human error, misinterpreting audit test results, not recognizing 
misstatements in documents audited) 
= The risk that test results will be misinterpreted due to human error, such as 
not recognizing a misstatement in items being audited. Nonsampling error is 
reduced by using qualified staff and through adequate supervision and 
review. 


o Sampling Risk (Bad Sample, Sample is not representative of population) - Risk of 
drawing wrong conclusion. 
= The risk that a sample will not be representative of the population, causing 
the auditor to draw an invalid conclusion on the basis of the test results. 


= Type l- Efficiency Error (Alpha risk) 
Population is okay but based on the sample, don't rely. 

e Under-rely on internal control = assess RMM Î 

e Incorrectly reject an account balance for substantive testing 
purposes (less efficient audit). 

e Atype | risk, or alpha risk, is the risk that the sample will have 
disproportionately more errors than the population. This 
may cause the auditor to perform additional procedures to 
obtain sufficient appropriate evidence that the assertion is 
not misrepresented, or may cause the auditor to reject the 
assertion, potentially affecting the auditor's report. 


= Type Il - Less Effective (Beta risk) 
Population is bad but based on the sample, the auditor believes 
everything is correct. 
e Over-rely on internal control = assess RMMJL 
e Incorrectly accept an account balance for substantive testing 
purposes (less effective audit). 
e Atype Il risk, or beta risk, is the risk that the sample will have 
disproportionately fewer errors than the population. This 
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may cause the auditor to accept a control as effective even 
though it is not or accept an assertion that is actually 
misrepresented. The result may be an ineffective 
engagement with the issuance of an unmodified report 
despite a material misstatement to the financial statements. 


Sampling is used both in the tests of controls and in substantive testing: 


1. During the internal control phase of the audit, the auditor will perform tests of controls 
on a sample basis to determine the operating effectiveness of controls they plan to rely on. 


2. During the substantive testing phase of the audit, the auditor will perform tests of details 
of transactions, accounts, and disclosures on a sample basis to obtain sufficient appropriate 
audit evidence to support management assertions. 


Internal 
Control 


Appropriate 


evidence Variable 


Sampling is not practical for all parts of the audit. In gaining an understanding of the internal 
control structure and documenting the understanding, the auditor cannot simply look at a part 
of the structure and use that as a basis for claiming understanding of the entirety. During 
substantive testing, the application of analytical procedures to some accounts cannot be 
considered evidence applicable to all of the accounts. 


Population = 10,000 
Sample Size = 100 
Tolerable Error = 7% 
Actual Error = 300 or 3% 


Statistical or 
Judgmental 


But sample 30/100 = 30% 


The primary risk in sampling is that you may draw a conclusion from the sample that is different 
from the conclusion you would have drawn if you had examined the entire population (Risk of 
drawing the incorrect conclusion). 


In the case of tests of controls, the auditor will be examining the implementation of a control 
activity in order to ensure that the client doesn't deviate from the control more often than the 
auditor considers tolerable. The auditor will apply judgment in establishing a tolerable deviation 
rate, which is the percentage of times a control not being applied that would not cause the auditor 
to consider the control ineffective. This will be compared to the actual percentage of items 
examined in the sample to which the control was not being properly applied, the true deviation 
rate. 


e If the true deviation rate of the population is lower than the tolerable deviation rate, 
then the auditor will want to rely on the control, reducing the assessed RMM and 
increasing the acceptable level of DR. This will result in the auditor not performing as many 
substantive tests in drawing an audit conclusion in relation to the control's effectiveness. 


e If the true deviation rate is higher than the tolerable deviation rate, then the auditor will 
not want to rely on the control, increasing the assessed RMM and reducing the acceptable 
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level of DR. This will result in the auditor performing a greater amount of substantive testing 
before drawing an audit conclusion as to the effectiveness of the control. 


The sampling technique normally applied to tests of controls is called attribute sampling. There 
are two different sampling risks associated with attribute sampling: 


e The auditor may conclude from the sample that the deviation rate is lower than the tolerable 
rate, but the overall population has a true deviation rate that is higher than the tolerable 
rate. Based on the sample, the auditor will improperly rely on the control. This is known as 
the risk of assessing the Risk of Material Misstatements too low. The consequence of 
this risk is that the auditor will not do a sufficient amount of substantive testing, and may fail 
to uncover material misstatements in the financial statements under audit. This means the 
audit will be ineffective and not achieve its goals. 


e The auditor may conclude from the sample that the deviation rate is higher than the 
tolerable rate, but the overall population has a true deviation rate that is lower than the 
tolerable rate. Based on the sample, the auditor will improperly choose not to rely on the 
control. This is known as the risk of assessing the Risk of Material Misstatements too 
high. The consequence of this risk is that the auditor will do more substantive testing than 
was necessary for the audit conclusions. The audit will be effective, but the unnecessary 
additional substantive means the audit will be inefficient. 


Actual Population 


Good Bad 
Good BPDFODH Ste Over-rely 
oy Rely 
a= ‘ 
E> 3 Appropriately 
FE Bad Under-rely Dont rely 


During substantive tests of details of transactions and accounts, the auditor is attempting to 
determine if an account balance is materially correct. The form of sampling normally used is called 
variable estimation sampling. The two sampling risks are: 


e Based on the sample, the auditor may estimate an amount that is close enough to the 
recorded amount for the auditor to conclude that the number is materially correct, when the 
amount is actually materially misstated. This is known as the risk of incorrect 
acceptance. The result will be that the auditor draws an inappropriate conclusion, so that 
the audit is ineffective. 


e Based on the sample, the auditor may estimate an amount that is different enough from the 
recorded amount for the auditor to decide that the number is materially misstated, when 
the amount is actually materially correct. This is known as the risk of incorrect 
rejection. The result will be that the auditor performs a large amount of additional 
substantive tests on the amount, finally determining that the recorded amount was, in fact, 
correct. The result will be that the auditor's conclusion is correct, but an unnecessary 
amount of additional substantive testing takes place, so that the audit is inefficient. 


The technique known as Statistical sampling refers to the use of quantitative measures of the risks 
the auditor is taking in the use of sampling. Formulas are used to determine the sample size 
necessary to achieve a specified level of risk of the sample results not being consistent with the 
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entire population. The auditor will still have to use judgment to determine what level of risk is 
acceptable. 


An auditor using non-statistical sampling (Judgmental sampling) will determine the appropriate 
sample size by deciding what makes them comfortable that their conclusions are correct. In 
practice, the lack of mathematical certainty as to the appropriate sample size causes auditors using 
non-statistical sampling to overestimate the needed sample size in order to feel comfortable with 
the conclusions. This means the audit will still be effective, but not as efficient as it might have been 
using statistical techniques to determine a sufficient sample size. 


In both approaches, however, the same sampling risks exist. To summarize these risks: 
Internal Control Substantive Testing 


(Tests of Controls) (Tests of Details) 
Attribute Sampling Variable Estimation Sampling 


Consequences to Audit: 
Ineffective Assessing RMM Too Low Incorrect Acceptance 
Inefficient Assessing RMM Too High Incorrect Rejection 


Naturally, an auditor is more concerned about an audit being ineffective than inefficient. In 
particular, when the cost of additional testing is low, the auditor will often allow higher risks of 
assessing control risk too high and incorrect rejection. 
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Lecture 5.02 - Attribute Sampling 


The risks associated with attribute sampling are the risk of assessing RMM too high, which will result 
in an inefficient engagement, and the risk of assessing RMM too low, which will result in an ineffective 
engagement. The risk of an ineffective engagement is greater since that means that users will rely 
on financial statements that should not be relied upon. As a result, the auditor will seek to reduce 
the risk of assessing RMM too low by making certain that the sample size is appropriate. 


Factors affecting sample size in an attribute sample include: 


e The tolerable rate of error, which has an inverse relationship to sample size. When a 
control is not significant and, as a result, the auditor is not as concerned about whether or 
not it is being followed properly, the auditor will use a smaller sample size, which is less 
likely to be representative of the population. 


e The expected rate of error, which has a direct relationship to sample size. When the 
auditor expects that a control is not operating as intended, the auditor will seek a sample 
size that is adequately large to make certain that there are likely to be a representative 
number of exceptions in the sample to reflect the error rate in the population. 


e The acceptable risk of assessing RMM too low, which has an inverse relationship to sample 
size. When a high assessment of RMM is acceptable, the auditor is not concerned about 
errors that will result from the control not being applied properly and is less likely to be 
concerned about an accurate measure of the degree to which it is not being complied with. 


e To summarize: 
o Internal control - tests of controls 
o Two risks 
= Assessing Risk of Material Misstatement too low - audit ineffective 
= Assessing Risk of Material Misstatement too high - audit inefficient 
o Factors affecting sample size 
= Tolerable rate - Inverse effect 
= Expected rate - Direct effect 
= Acceptable risk - Inverse effect 
o Evaluation of sample results 
= Sample rate plus allowance for sampling risk 
= Must not exceed tolerable rate or else auditor must modify planned reliance 


There are various types of attribute sampling. These include: 


e Attribute sampling, or fixed sample-size attribute sampling, used to estimate the rate of 
deviations in the population. 


e Stop-or-go sampling (Sequential sampling) is a special type of attribute sampling which 
allows the auditor to stop when sufficient data is gathered. It is appropriate when the 
expected deviation rate is low and may provide the auditor with the most efficient sample 
size in an attribute sampling plan. The sample is selected in several steps and each step 
relies on the results of the previous step. By selecting sequential samples, the auditor may 
stop sampling if no deviations are found. 


e Discovery sampling is also a special type of attribute sampling and is used when the 
expected deviation rate is very low, near zero. The sample size in this method is usually 
large enough to find at least one deviation if it exists. Discovery sample sizes and discovery 
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sampling tables are designed to measure the probability of at least one error occurring ina 
sample if the error rate in the population exceeds the tolerable rate. 


When performing tests of controls, the form of sampling that is typically used is attribute sampling, 
which refers to examining a sample of items from a population to determine what percentage of 
them contain a specific attribute. Notice that attribute sampling cannot be used to verify a quantity 
or dollar amount, since it only provides information on the presence or absence of something, not 
its size. 


Sampling applies to tests of controls when the auditor needs to decide whether a rate of deviation is 
equal to or less than a tolerable rate. However, sampling does not apply to risk assessment 
procedures performed to obtain an understanding of internal control. Furthermore, sampling 
concepts may not apply to some tests of controls, such as the following: (1) tests of automated 
application; (2) analyses of controls for determining appropriate segregation of duties or other 
analyses that do not examine documentary evidence of performance; (3) tests of certain 
documented controls or analyses of the effectiveness of security and access controls; or (4) tests 
directed toward obtaining audit evidence about the operation of the control environment or 
accounting system. 


The "attribute" or characteristic that the auditor is looking to find is a deviation from the proper 
application of the internal control activity being tested. For example, the auditor, while gaining an 
understanding of the internal control structure, might have identified a control activity requiring the 
authorization by an officer of all purchase requisitions. If the auditor considers this a potential 
strength and wants to rely on the control, it must be tested to determine its operating 
effectiveness. The auditor will pull a sample from the population of purchase requisitions, and see 
how many in the sample did not include proper authorization. Failure to authorize is the attribute 
or deviation, being sought. 


A few items should be considered when performing attribute sampling: 


e Itis considered a deviation when the client cannot provide the document the auditor wishes 
to examine, as well as when the document fails to demonstrate the application of the control 
being tested. 


e For each deviation that is identified, the auditor should consider the qualitative issues as 
well as quantitative. If a deviation gives evidence of fraud committed by an employee, the 
auditor must consider the broader implications of that employee's impact on company 
operations and financial information as a whole, not limited to the specific control being 
tested. 


e When a deviation from control is identified, this doesn't mean there is a misstatement in the 
financial statements as a result. For example, the failure of a purchase to be properly 
authorized does not mean it wasn't correctly processed and accounted for in the financial 
records. Deviation at a particular rate will usually result in actual misstatements at a 
much lower rate. 


Attribute sampling is appropriate for tests involving reperformance or inspection, where there is 
an identifiable population of documents or records from which the auditor can select a sample, but 
is not normally appropriate for tests involving inquiry or observation, since each inquiry usually is 
made only once, and sample observations can rarely be performed randomly through the year so as 
to be representative of the entire year. 
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In order to determine the appropriate sample size, the auditor using attribute sampling will 
consider three different key factors (TEA): 

1. Tolerable deviation rate - This refers to the percentage of time a control can be violated 
but still lead the auditor to believe it is operating effectively. It is rarely a problem if a control 
is not followed on occasion, and since the auditor treats the inability to locate a document as 
a deviation (which might not be a true violation of the control but simply a problem with the 
ability of the client personnel to locate the evidence for the auditor), some deviations are 
normally considered acceptable. The auditor's decision as to the tolerable rate is based on 
the importance of the control being tested and the impact that each deviation could have on 
the accuracy of the financial statement assertions. 

o Tolerable deviation rate has an inverse effect on sample size. 

o Ifthe auditor is willing to tolerate a large number of deviations, a smaller sample will 
be able to satisfy the auditor that the true deviation rate is within these high 
acceptable limits. 


2. Expected deviation rate - This refers to the percentage of time the auditor expects the 
control to have been violated. Clearly, the true deviation rate must be lower than the 
tolerable rate in order for the auditor to rely on a control. If the deviation rate in a sample is 
only slightly lower than the tolerable rate, though, the auditor will have a problem due to 
the lack of precision of results. 

o If, for example, in a sample size of 10 items, there is 1 deviation, the deviation rate in 
the sample is 10%. 

o Based on sucha small sample size, the auditor might conclude that the deviation 
rate in the population is approximately 10%, but could not conclude that the 
deviation rate in the population is approximately 10%. 

= If the tolerable rate is close to 10%, such as 11%, the auditor may conclude 
that the potential deviation rate in the population is too high and will decide 
not to rely on the control. 

= If the tolerable rate is considerably higher than 10%, such as 15%, the auditor 
may conclude that it is likely, based on that sample, that the actual deviation 
rate in the population is likely to be below that rate and the auditor may 
decide to rely on the control. 

o The expected deviation rate has a direct effect on sample size. The closer the 
expected rate gets to the tolerable limit, the larger the sample size the auditor will 
need to provide results that are precise enough. 


3. Allowable risk of assessing risk of material misstatement (RMM) too low - This refers to 
the risk the auditor is taking that the sample will cause them to rely on the control when the 
true deviation rate of the population was high enough that they should not have 
relied. There is always a possibility that the sample results are so unrepresentative of the 
population that a sample which appears to suggest few deviations was drawn from a 
population in which there were many. 

o The Allowable risk of assessing the risk of material misstatement too low has 
an inverse effect on sample size. 

o ifthe auditor is willing to accept a large risk of drawing the wrong conclusion, they 
can reduce the size of the sample. 


The first letters of the three factors spell out TEA, which is a mnemonic to remind you that if 
statistical sampling is your cup of tea, you'll need to know what factors to put into the calculation of 
sample size. 
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In determining sample size, the auditor does not need to know the size of the population. Although 
an increase in the population size would seem to suggest the need for a larger sample, the effect is 
actually minimal, and the auditor can simplify the calculations by simply assuming a population of 
infinite size. In political polling, people are often surprised that the results of polling only a few 
hundred people can often produce estimates about the sentiment of voters throughout the nation 
that prove extremely accurate. Similarly, if you flipped a coin 1,000 times and it came up heads 
around 500 times, you'd probably feel comfortable that it was an honest coin, and not think that 
flipping it 1,000,000 times would make the slightest difference. 


Many populations of items, such as invoices, that the auditor is sampling from may number in the 
thousands. This is sufficiently large such that the appropriate sample size for that population will be 
about the same as the sample size needed out for a population of many times as many transactions, 
even if they number in the billions or more. As a result, there is no need to know the population size 
to determine an adequate sample size in the audit. 


Once a sample is taken, the evaluation of the results must be performed carefully. Even if the 
deviation rate in the sample is lower than the tolerable deviation rate, the results of a sample are 
not likely to be identical to the true deviation rate of the entire population. If a sample of 50 invoices 
resulted in 5 deviations (a sample deviation rate of 10%), it would not be unusual for another sample 
of 50 invoices from the same population to result in 6 or 4 deviations. 


The fact that the results of a sample are not precise requires the addition of an allowance for 
sampling risk to the results of the sample, to be more certain that the true deviation rate of the 
population does not exceed the tolerable rate. The allowance for sampling risk is the amount that is 
both added to and subtracted from the rate in the sample to determine the actual anticipated range 
of error in the population. This is similar to the "plus-or-minus" that is mentioned in polling 

results. Since the auditor is primarily concerned about relying on a control that is not effective, the 
focus is on the upper end of the range, which is the maximum expected rate in the population, and 
which is compared to the tolerable rate. 


To evaluate the results of a sample, the auditor will: 
1. Calculate the sample deviation rate (number of deviations found divided by sample size). 
2. Determine the allowance for sampling risk (always provided in CPA exam problems), which is 
based solely on the sample size. 
3. Add the two figures together to obtain the maximum deviation rate. 

Compare the maximum deviation rate to the tolerable deviation rate. 

5. Ifthe maximum rate is higher than the tolerable rate, the auditor will modify their original 
intention to rely on the control, because it does not appear to be operating effectively. This 
will increase the assessed level of control risk. 

6. Ifthe maximum rate is lower than the tolerable rate, the auditor will accept the results as a 
valid basis for relying on the control. This will allow them to maintain the lower assessed 
level of control risk from their preliminary determination based on the controls that were 
placed into operation. 


A 


For example, if an auditor's sample of 50 invoices found 5 deviations, the tolerable deviation 
E rate was 11%, and the allowance for sampling risk was 2%, the auditor will calculate a 
sample deviation rate of 5 / 50 = 10% with a maximum deviation rate of 10% + 2% = 12%. Since 
this is higher than the tolerable rate of 11%, the auditor must modify their original plan to rely on 
the control. 
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Effect on Sample Size 


Tolerable Rate 4 Sample Size t 
Confidence Level (Reliability) t Sample Size t 
Deviation Rate Î Sample Size t 

Population size t Sample Size Î 

Allowance (Precision) (More Accurate) / | Sample Size Î 


To develop an Attribute Sampling Plan, the following steps should be followed: 


Step 1- 
Step 2 - 


Step 3 - 


Step 4 - 


Step 5 - 


Step 6 - 


Step 7 - 
Step 8 - 


Step 9 - 


Determine the audit objective, the control that is being tested. (What testing for?) 


Determine the tolerable rate, also referred to as the tolerable deviation rate or tolerable rate 
of deviation. This represents the greatest error rate the auditor is willing to tolerate and still 
conclude that the control is operating effectively (accept the population). 


Determine reliability or the level of confidence which represents the degree of sampling risk 
the auditor is willing to accept. A 98% reliability indicates that the auditor is willing to accept 
the risk that there is a 2% risk of drawing an incorrect conclusion based on the sample. 


Determine the expected population deviation rate, also referred to as the expected rate 
of deviation used in planning the sample, the population expected error rate, or the expected 
deviation rate. The auditor may use prior experience and knowledge to determine the 
deviation rate expected in the population. 


Determine the method for selecting the sample (random, systematic, block or cluster 
sampling). 


Calculate the sample size. The auditor determines the sample size based on the tolerable 
rate, the allowable risk of assessing control risk too low, and the expected deviation rate. 


Select and test the sample. 
Calculate the sample deviation rate as: 


Number of deviations 
Sample size 


Using the number of deviations and the acceptable risk of assessing control risk too low (risk 
of overreliance), the auditor calculates the upper precision limit. The upper precision limit 
is a Statistical measure of the maximum rate of deviations that exist within a population. 
The upper precision limit can be calculated as follows: 


Sample Deviation rate + Allowance for Sampling Risk = Upper Precision Limit 


Compare the upper precision limit to the tolerable rate to reach conclusions and 
document the results. 
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Sampling Methodologies 


Asample, by definition, should be representative of the population under consideration. For a 
sampling method to be valid, all items in the population should have an equal opportunity to be 
selected. Such methods include: 


e Random-Number Sampling: Numbered documents or transactions are selected through 
the use of random number tables or computer software. 


e Systematic Sampling: Every “nth” item is selected from a randomly-distributed population 
from a randomly-selected starting point. 


e Haphazard Sampling: A sample consisting of units selected without any conscious bias— 
again assuming the random distribution of the population. 


e Block Sampling (or Cluster sampling): A sample consisting of contiguous units; for example, 
a selection of three blocks of ten vouchers each. While this method eases sample selection, 
its major disadvantage is that the samples selected may not be representative, and thus is 
regarded as the least desirable method. 


All of these methods are forms of random sampling. When all items are randomly selected for the 
sample, as in random number sampling, it is considered simple random sampling. Systematic 
sampling with a random starting point, haphazard sampling without known bias, and block sampling 
with blocks randomly selected are all forms of random sampling, referred to as systematic random 
sampling. 
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Lecture 5.03 - Variables Sampling 


Classical Variables Sampling 


The risks associated with variables sampling are concluding that an item contains a misstatement 
when it does not—the risk of incorrect rejection—which will result in an inefficient engagement, and 
the risk of concluding that an item does not contain a misstatement despite the fact that it does— 
the risk of incorrect acceptance—which will result in an ineffective engagement. The risk of an 
ineffective engagement is greater since that means that users will rely on financial statements that 
should not be relied upon. As a result, the auditor will seek to reduce the risk of incorrect 
acceptance by making certain that the sample size is appropriate. 
e Substantive testing - tests of details 
e Two risks 
o Incorrect acceptance - audit ineffective 
o Incorrect rejection - audit inefficient 


Factors affecting sample size in an attribute sample include: 
e Tolerable misstatement, which has an inverse relationship; 
e Acceptable risk, which has an inverse relationship; 
e Population size, which has a direct relationship; 
e Expected misstatement, which has a direct relationship; 
e Standard deviation, which has a direct relationship; and 
e Risk of Material Misstatement (RMM), which has a direct relationship. 


Tolerable misstatement should usually be set for a particular audit procedure at less than financial 
statement materiality so that when the results of all audit procedures are aggregated, the required 
overall assurance will be attained. 


Classical Variables Sampling Approaches 


Variable sampling is used to estimate an amount, or the amount of a misstatement. It is used to 
estimate an amount, using an approach referred to as mean-per-unit estimation, by measuring 
the value of items in a sample to determine an average value and applying that average to the 
number of items in the population. It can be used to estimate the amount of a misstatement, using 
an approach referred to as difference estimation, by comparing the recorded amounts to the 
actual amounts for a sample of items, estimating an average error per item, and projecting that 
error to the population. Ratio estimation, where the relationship between items in a sample is 
projected to the population, may be used to estimate an amount or the amount of a misstatement. 


When items within a population vary widely, the auditor may increase the efficiency and the 
effectiveness of sampling by using stratified sampling. Under this approach: 
e The population is divided into groups or strata, with all items within each group having 
similar characteristics. 
e The groups may be based on quantitative factors, such as putting expensive items in one group 
and inexpensive items in another, or some other characteristic, such as the profit margin. 
e The groups may also be based on other factors such as putting transactions with a higher 
likelihood of error in one group and those with a lower likelihood in another group. 
e Asample is drawn from each group, resulting in a smaller total sample size. 


During the substantive testing phase, the auditor will be testing the details of transactions and 
accounts in order to determine if the individual account balances are materially correct. To do so, 
they must use sampling to estimate the numerical value of the account balance, and this is known 
as variable estimation sampling or sampling for variables. 
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Of course, the estimate resulting from sampling for variables is not going to exactly equal the account 
balance, so the estimate will be expressed with an amount to be added and subtracted to determine 
the range of amounts within which the value of the population is likely to fall. This is known as the 
precision of the results or the precision range. As long as the account balance is within the acceptable 
precision range, the auditor will consider the sample to support the account balance. 


e If the auditor accepts an account balance that turns out to be materially misstated, the result 
is incorrect acceptance and results in an ineffective audit. 


e If the auditor rejects an account balance that turns out not to be materially misstated, the 
result is incorrect rejection and results in an inefficient audit. 


The normal sampling unit for a population of documents is each individual document. When the 
dollar values on the various documents are widely different from each other, the auditor may 
stratify the sample by dividing the documents into different groups based on approximate values, 
using larger sample sizes for the more important large documents and smaller sample sizes for the 
documents with smaller dollar amounts, since they are less significant in determining whether the 
account being audited is materially correct. Another method of dealing with widely-varying 
document values is to abandon classical sampling for variables and use Probability in Proportion 
to Size Sampling, or PPS sampling, which treats each dollar as a sampling unit. 


Four factors enter into the determination of sample size: three of them parallel factors used in 
attribute sampling, and the fourth is specific to sampling for variables. The factors are: 

1. Tolerable misstatement - This refers to the amount by which an account can differ from 
the recorded value without being considered materially misstated. It is based on the 
auditor's determination of the materiality level. The larger the tolerable misstatement, the 
smaller the sample size. 

a. Tolerable misstatement combined for all audit tests should not exceed financial 
statement materiality. 

b. Tolerable misstatement for any specific audit procedure will generally be less than 
financial statement materiality. 


2. Expected misstatement - This is the amount by which the auditor expects the account to 
be misstated. It is based on previous audits as well as information gathered while obtaining 
an understanding of internal control structure. The larger the expected misstatement, the 
larger the sample size. 


3. Allowable risk of incorrect acceptance - This refers to the risk the auditor is willing to take of 
accepting the account value as materially correct and have it be materially misstated. It is 
based on the auditor's overall willingness to accept audit risk as well as the assessed level of risk 
of material misstatement, since the auditor may be willing to accept greater detection risk when 
RMM is low. The larger the allowable risk of incorrect acceptance, the smaller the sample size. 


4. Standard deviation - This is the variability of the dollar values of the individual items in the 
population. It is usually based on previous audits or a tiny sample of the items in the current 
population. The larger the standard deviation, the larger the sample size (as discussed 
earlier, when standard deviation is extremely high, it may be appropriate to stratify the 
sample or use PPS sampling instead). 


Since we used TEA as the mnemonic for attribute sampling, using TEAS for variable estimation 
sampling makes sense: since substantive testing is the second phase of fieldwork, TEAS can be 
considered tea for two. 
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Types of Classical Variables Sampling 


Evaluating a sample for variables is normally a matter of determining the average value of the items 
in the sample and then multiplying this average by the number of items in the population to 
estimate the total numerical value of the population. This is known as mean-per-unit estimation. 


Occasionally, other methods are used to evaluate a sample. If there is a consistent bias in the book 
amounts, the auditor may use difference estimation or ratio estimation: 

e Difference estimation - The auditor determines the average dollar amount by which the 
audited amounts exceed the book amounts in the sample (or vice versa), and assumes this 
average difference applies to the entire population, so that the difference per item is 
multiplied by the number of items in the population, and the result is added to (or 
subtracted from) the total book amount. 

e Ratio estimation - The auditor determines the ratio of the audited amounts to the book 
amounts in the sample (audited amount divided by book amount), and then multiplies the 
total book amount by this ratio. 


For example, assume that 3 invoices are pulled from a population of 100 invoices (with a 
= total account balance of $3,000 on the books). The 3 invoices have recorded amounts of 
$40, $20, and $27, respectively, but when the auditor examines the support, they find the correct 
values are $42, $24, and $27, respectively. The evaluation under the 3 methods would be as 
follows: 

e Mean-per-unit estimation - $42 + $24 + $27 = $93 / 3 = $31. With a mean-per-unit of 
$31, the population of 100 invoices is estimated at $31 x 100 = $3,100. 


e Difference estimation - $2 + $4 + $0 = $6 / 3 = $2. With an average excess of audited 
over book amount of $2, the population of 100 invoices should be increased by $2 x 100 = 
$200, estimating the population at $3,000 + $200 = $3,200. 


e Ratio estimation - 1.05 + 1.20 + 1.00 = 3.25 / 3 = 1.08 (rounded). With an average ratio of 
audited amount to book amount of 1.08, the population is estimated to have a value of 
$3,000 x 1.08 = $3,240 


Misstatements 


The AICPA has created a specific definition of misstatements and discussed the need to identify 
likely misstatements as well as known misstatements (the primary points being that misstatements 
in a sample create the likelihood of greater misstatements in the total population, and that the use 
of estimates increases likely misstatements). The definition of a misstatement is: 

e Adifference between the amount, classification, or presentation of a reported financial 
statement element, account, or item and the amount, classification or presentation that 
would have been reported under GAAP. 

e The omission of a financial statement element, account, or item. 

e Afinancial statement disclosure that is not presented in accordance with GAAP. 

e The omission of information required to be disclosed in accordance with GAAP. 


In addition, misstatements should be evaluated qualitatively, such as: 
e Misstatements that affect trends of profitability. 
e Misstatements that change losses into income. 
e Misstatements that affect segment information. 
e Misstatements that affect compliance with legal and contractual requirements. 
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Lecture 5.06 - Probability Proportional to Size - Class 


Questions 


6. Hill has decided to use probability-proportional-to-size (PPS) sampling, sometimes called 
dollar-unit sampling, in the audit of a client's accounts receivable balances. Hill plans to use the 


following PPS sampling table: 


TABLE 


Reliability Factors for Overstatements 


Number 

of over- 
0 4.61 3.00 2.31 
l 6.64 4.75 3.89 
2 8.41 6.30 5.33 
3 10.05 7.76 6.69 
4 11.61 9.16 8.00 


Additional information 


Tolerable misstatements 

(net of effect of expected misstatements) 
Risk of incorrect acceptance 

Number of misstatements 

Recorded amount of accounts receivable 
Number of accounts 


What sample size should Hill use? 


a. 120 
b. 108 
c. 60 
d. 30 


15% 20% 
1.90 1.61 
3.38 3.00 
4.72 4.28 
6.02 5.52 
7.27 6.73 
$ 24.000 
20% 


l 
$240.000 
360 


7. In a probability-proportional-to-size sample with a sampling interval of $5,000, an auditor 
discovered that a selected account receivable with a recorded amount of $10,000 had an audit 
amount of $8,000. If this were the only error discovered by the auditor, the projected error of 


this sample would be 


a. $1,000 
b. $2,000 
c. $4,000 
d. $5,000 
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Class Solutions 


6.  (d)A risk of incorrect acceptance of 20% with 1 expected misstatement results in a factor of 
3.0, which is divided into the tolerable misstatement of $24,000, resulting in an interval of 
$8,000. This is divided into the total value of the population to give a sample size equal to 
$240,000/$8,000 or 30. 


7. (b) Under PPS, the projected error for a sample is a function of the errors detected and the 
relationship of the size of the item containing the error to the sampling interval. In this case, 
the item contained an overstatement of $2,000. If the item were smaller in amount than the 
sampling interval, the ratio of the error to the recorded amount would be multiplied by the 
sampling interval to determine the projected error. When the item containing the sample is 
equal to or larger than the sampling interval, the projected error is the amount of the detected 
error. 


Task-Based Simulation 
1_— 
the uritorm EH [1] | =| ? ane 
CPA Examination 


An auditor had decided to use probability-proportional-to-size (PPS) sampling, also called dollar-unit 
or cumulative monetary unit (CMU) sampling, in the audit of the client's accounts receivable balance. 
The auditor discovered 3 misstatements while doing their testing. Complete the spreadsheet below 
and calculate the total projected misstatement. 


Recorded Audit Sampling Projected 
amount amount interval Difference Tainting% misstatement 
1st misstatement $ 400 $ 320 $1,000 
2nd misstatement 500 0 1,000 
3rd misstatement 3,000 2,500 1,000 
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Task-Based Simulation Solution 


To solve this problem, first calculate the differences from each misstatement found. Then divide the 
difference by the recorded amount to get the tainting percentage (for example, 400-320 = 
80/400=20%). Then multiply the tainting percentage by the sampling interval. That will give you the 
projected misstatement for that misstatement applied to the entire sampling interval. So, 20% x 
1,000 = $200. Remember that if the recorded amount is LARGER than the interval, then no tainting 
percentage is used, the difference calculate for that misstatement is the actual projected 
misstatement for that misstatement (3,000 is larger than $1,000, so the difference of $500, is the 
actual projected misstatement for the 3 misstatement). We then sum the total of the 3 projected 
misstatements to calculate our total projected misstatement of $1,700. 


Projected 
Misstatement 
Recorded Audit Sampling (interval x 
amount amount interval Difference Tainting% tainting %) 
1st misstatement $ 400 $ 320 $1,000 $80 20% $ 200 
(80/400) 
2nd misstatement 500 0 1,000 500 100% 1,000 
(500/500) 
3rd misstatement 3,000 2,500 1,000 500 N/A _ 500 
(since 
3,000 is 
larger than 
1,000) 
$ 1,700 
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Audit Reports 


Lecture 6.01 - Unmodified Audit Report Opinion 


The Auditors objective as it relates to reporting is to form an opinion on the financial statements 
(F/S) based on an evaluation of the audit evidence obtained and express clearly that opinion on the 
F/S through a written report that also describes the “basis” for that opinion. 


AU-C Section 700, Forming an Opinion and Reporting on Financial Statements, requires the 
auditor to form an opinion as to whether the F/S are presented fairly, in all material respects, in 
accordance with the applicable financial reporting framework (AFRF). To support such an opinion, 
the auditor draws a conclusion as to whether the F/S, taken as a whole, are free of material 
misstatement, which may be caused by error or fraud. 


The auditor will evaluate whether sufficient appropriate audit evidence has been obtained, 
considering the results of the risk assessment that was performed to identify areas representing 
potentially greater risks of material misstatement and the results of procedures that were 
performed in response to those risks. The auditor will also evaluate conclusions reached as to 
whether uncorrected misstatements are material, either individually or in the aggregate. 


The auditor will also make a determination as to whether the F/S have been prepared, in all 
material respects, in accordance with the AFRF. 


Fair presentation also relates to the overall presentation, structure, and content of the F/S; and 
whether the F/S, including the related notes, represent underlying events and transactions and 
adequately refer to or describe the AFRF. 


When the auditor concludes that the F/S are fairly presented, in all material respects, in 
accordance with the AFRF, the auditor will express an unmodified opinion. A modified opinion 
will be expressed if either: 
e The auditor concludes that the F/S are materially misstated; or 
e The auditor has not been able to obtain sufficient appropriate audit evidence to conclude 
that the F/S as a whole are free from material misstatement. 


In deciding whether or not to modify the opinion, the auditor should discuss with management the 
auditor's conclusion that the objective of fair presentation was not achieved. 


There are 5 basic types of Opinions (AU-C 700): 
e Unmodified opinion, which is a Standard “clean” Report 
e Unmodified opinion with an emphasis-of-matter or other-matter paragraph added to the 
report 
e Types of modified opinions include: 
o Qualified opinion - “except for” 
o Adverse opinion - “do not present fairly” 
o Disclaimer of opinion - “we do not express an opinion” 
= Note that the AICPA and International standards use the term 
“Unmodified,” while the PCAOB standards uses the term “Unqualified.” 
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The Steps in an Audit 


Prepare for > Obtain Understanding > Assess Risks of Material > Perform Tests > Perform > Formulate > Issue 
The audit of Client, its Environment, Misstatement and Determine of Controls Substantive an Opinion Audit 
including Internal Control Nature, Timing & Extent Procedures Report 
of Further Procedures 


Standard Unmodified Opinion (Nonpublic Companies - Nonissuer) 


INDEPENDENT AUDITOR’S REPORT 
To: The Board of Directors of X Company (Those charged with Governance) 


Report on the Financial Statements (Introductory) 

We have audited the accompanying financial statements of X Company, which comprise the 
balance sheet as of December 31, 20X1, and the related statements of income, changes in 
stockholders’ equity, and cash flows for the year then ended, and the related notes to the financial 
statements. 


Management's Responsibility for the Financial Statements 

Management is responsible for the preparation and fair presentation of these financial statements 
in accordance with accounting principles generally accepted in the United States of America; this 
includes the design, implementation, and maintenance (DIM) of internal control relevant to the 
preparation and fair presentation of financial statements that are free from material 
misstatement, whether due to fraud or error. 


Auditor's Responsibility 

Our responsibility is to express an opinion on these financial statements based on our audit. We 
conducted our audit in accordance with auditing standards generally accepted in the United States 
of America. Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether the financial statements are free of material misstatement. 

An audit involves performing procedures to obtain audit evidence about the amounts and 
disclosures in the financial statements. The procedures selected depend on the auditor's 
judgment, including the assessment of risks of material misstatement of the financial statements, 
whether due to fraud or error. In making those risk assessments, the auditor considers internal 
control relevant to the entity's preparation and fair presentation of the financial statements in 
order to design audit procedures that are appropriate in the circumstances, but not for the 
purpose of expressing an opinion on the effectiveness of the entity's internal control. Accordingly, 
we express no such opinion. An audit also includes evaluating the appropriateness of accounting 
policies used and the reasonableness of significant accounting estimates made by management, 
as well as evaluating the overall presentation of the financial statements. 

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a 
basis for our audit opinion. 


Opinion 

In our opinion, the financial statements referred to above present fairly, in all material respects, 
the financial position of X Company as of December 31, 20X1, and the results of its operations and 
its cash flows for the year then ended in accordance with accounting principles generally accepted 
in the United States of America. 


[Auditor's signature] (Manual or printed signature) 
[Auditor's city and state] 
[Date of the auditor's report] - (Sufficient Appropriate Audit Evidence Obtained/ Dual Date) 
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Audit Reports 
An audit report is required to be in writing and include certain components. 


The report is required to have a title that includes the word independent. The identification of the 
page as "independent auditor's report" is made in order to emphasize that the other pages of the 
annual report were prepared by the client, not the auditor. 


The report indicates the addressee as "to the Board of Directors of X Company" when the audit 
committee of the board of directors hired the auditor, which is likely to be the case in audits of 
publicly held companies but, depending on the size and structure of the entity, may be to owners 
or others. The addressee will be the party to which the auditor is reporting. 


It is acceptable to address the report directly to the company, or its shareholders, or to a third 
party that hired the auditor to examine the statements of X Company. It is not acceptable to 
address the report to members of the management team, since management is the party the 
auditor is reporting on; the auditor's independence requires that management not be the party 
the auditor is reporting to. The report may also be addressed to those charged with Governance. 


The body of an unmodified report will consist of four paragraphs, each of which is required to 
include an appropriate title. They are: 

e An Introductory Paragraph; 

e Management's Responsibility for the Financial Statements; 

e Auditor's Responsibility; and 

e Auditor's Opinion. 


The opening paragraph of the report, often called the introductory paragraph or The Report on 
the Financial Statements, includes four components: 

1. Identify the entity whose F/S have been audited. 

2. State that the F/S have been audited. 

3. Identify the title of each statement that the F/S are comprised of. 

4. Specify the date or period covered by each F/S. 


The second paragraph, with the subheading Management's Responsibility for the Financial 
Statements, describes management's responsibility for the preparation and fair presentation of 
the F/S. This includes responsibility for the Design, Implementation, and Maintenance (DIM) of 
internal control that is relevant to reliable financial reporting. 


The third paragraph is entitled Auditor's Responsibility and states that the auditor's responsibility 
is to express an opinion on the F/S based on the audit. It states that the audit was conducted in 
accordance with standards generally accepted in the USA (U.S. GAAS), which require the audit to 
plan and perform the audit to obtain reasonable assurance that the F/S are free of material 
misstatement. 


It describes an audit, stating: 

e It involves performing procedures to obtain audit evidence about the amounts and 
disclosures reported in the F/S; 

e That procedures depend on the auditor's judgment, including the auditor's assessment of 
the risk of material misstatement, and the auditor's consideration of the entity's internal 
controls relevant to the preparation and fair presentation of the F/S; and 

e That an audit considers the appropriateness of accounting policies, reasonableness of 
significant accounting estimates, and the overall presentation of the F/S. 
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The fourth paragraph, entitled Auditor’s Opinion, should state, when expressing an unmodified 
opinion, that the F/S present fairly, in all material respects, the financial position, results of 
operations, and cash flows in accordance with the applicable financial reporting framework 
(AFRF): 

e The financial position of the entity as of the balance sheet date 

e The results of its operations and its cash flows for the period then ended 


The AFRF refers to the system of accounting under which the F/S have been prepared and 
determines the form and content of the F/S. Two examples of AFRFs include a general-purpose 
framework or a special-purpose framework. 
e Ageneral-purpose framework is designed to meet the common financial information 
objectives of a wide range of users. Accounting principles generally accepted in the United 
States of America (GAAP) is considered a general-purpose framework. General-purpose 
frameworks include: 
o GAAP, issued by the Financial Accounting Standards Board (FASB) 
o International Financial Reporting Standards (IFRS), issued by the International 
Accounting Standards Board (IASB) 
o Statements of Federal Financial Accounting Standards issued by the Federal 
Accounting Standards Advisory Board for U.S. federal governmental entities 
o Statements of Governmental Accounting Standards issued by the Governmental 
Accounting Standards Board (GASB) for U.S. state and local governmental entities 


e Aspecial-purpose framework (OCBOA) is a framework other than GAAP that could include 
the cash basis, tax basis, regulatory agency basis, contractual basis or an “other basis of 
accounting.” 


Evaluations related to consistency and the adequacy of disclosures do not result in explicit 
statements in an unmodified report. These matters only require comment when there is a lack of 
consistency from one period to the next, such as when new principles are adopted, or when 
disclosure is inadequate. 


The opinion paragraph does not refer to the F/S by name, but indicates that the F/S fairly present: 
e Financial position as depicted on the Balance sheet; 
e Results of operations, as represented in the statements of income and changes in 
stockholders’ equity; and 
e Cash flows, as represented in the statement of cash flows. 


The body of the report will be followed by the auditor's signature, which is that of the in-charge 
auditor. The report is also required to indicate the city and state (or city and country if outside the 
U.S.) in which the auditor practices. 


The date is not the date on which the report is signed, but the auditor's report should be dated on 
or after the date on which sufficient appropriate audit evidence to support the opinion has been 
obtained. Sufficient appropriate audit evidence includes evidence that the audit documentation 
has been reviewed; that the entity's F/S, including disclosures and related notes, have been 
prepared; and that management has asserted that it has taken responsibility for them. This could 
result in a report date that is close to the report release date. 


This is the last day on which any evidence about the client is obtained, so the auditor's 
responsibilities cannot include awareness of information arising after they have stopped seeking 
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evidence. Even if an auditor is asked to reissue an earlier report on a client or former client, it will 
contain the date of the original report. 


Occasionally, an auditor will discover information after the date that sufficient appropriate audit 
evidence is obtained, but prior to releasing the report. If such information requires the 
preparation of a footnote referring to a date after the audit report date, it may result in some 
confusion on the part of a user who sees an earlier date on the audit report than the date in the 
footnote. To eliminate the confusion, the auditor dual dates the report, providing the date on 
which the footnote information was obtained to supplement the basic date. For example, if the 
auditor has obtained sufficient appropriate audit evidence as of March 1 but discovers on March 8 
that a fire destroyed the company's warehouse the night before, and a footnote is drafted that day 
referring to the details of the March 7 fire, the report date is as follows: 


March 1, 20X1, except for Note T, as to which the date is March 8, 20X1 


A dual date must always be later than the basic date, since it is used to extend the auditor's 
responsibility on a single note to the F/S. The auditor is already responsible for everything else in 
the F/S and notes up to the completion of fieldwork. No change is necessary to the body of the 
audit report unless the auditor decides to draw attention to the matter by adding an emphasis-of- 
matter paragraph. 
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Lecture 6.02 - PCAOB Audit Reports 


Audit reports prepared for a company that reports to the SEC (i.e., public companies/issuers) are 
subject to the requirements of the Public Company Accounting Oversight Board (PCAOB), and thus 
must be prepared differently. For example, a “clean,” unmodified report under the PCAOB 
standards is instead called an “unqualified report,” and the basis for the opinion must refer to “the 
standards of the Public Company Accounting Oversight Board (United States),” instead of generally 
accepted auditing standards. 


Overview of Revised PCAOB Report (AS 3101/3105) 


In an effort to make the audit report easier to read and more helpful to investors, the PCAOB 
issued PCAOB 2017-001 in June 2017 with major changes to the requirements for audit reports of 
public companies. These revisions also apply to reviews of interim financial information performed 
under PCAOB standards. Among the changes in standardized language in the auditor's report, are 
the following significant revisions: 


e Addressees—The report must be addressed to shareholders and the board of directors, 
or their equivalents. 


e Clarification of Auditor's Roles and Responsibilities (“Basis For” Section)—The report 
now requires: 

o Astatement that the auditor is required to be independent. 

o Identification of F/S, including the related notes and, if applicable, schedules, as 
part of audited F/S. 

o Adescription of the auditor's responsibility to plan and perform the audit to obtain 
reasonable assurance about whether the F/S are free of material misstatements, 
“whether due to error or fraud.” 

o Adescription of the nature of the audit reflecting the auditor's responsibilities in a 
risk-based audit. 


e Auditor Tenure—The auditor must disclose the year that consecutive service as the 
company’s auditor began. 


e Critical Audit Matters (CAM) Paragraph—CAMs must be communicated or state that no 
CAMs were present. 


o ACAMis a matter that: 
= Was communicated (or required to be communicated) to the audit 
committee, 
= Relates to accounts or disclosures that are material to the F/S, and 
= Involves especially challenging, subjective, or complex auditor judgment. 


o When determining whether a matter involves especially challenging, 
subjective, or complex auditor judgment, the auditor considers: 
= The auditor's assessment of the risk of material misstatement 
= The degree of auditor judgment related to areas in the F/S that involved the 
application of significant judgment or estimate by management 
= The nature and timing of significant unusual transactions and the extent of 
audit effort and judgment related to these transactions 
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= The degree of auditor subjectivity in applying audit procedures to address a 
matter or in evaluating the results of those procedures 

= The nature and extent of audit effort required to address a matter, 
including specialized skill or knowledge needed to do so 

= The nature of audit evidence obtained regarding a matter 


o Inthe CAM paragraph, the auditor must: 
= Identify the CAM. 
= Describe the principal considerations that led the auditor to determining 
that the matter was a CAM. 
= Describe how the CAM was addressed in the audit. 
= Reference the relevant F/S accounts or disclosures. 


o Communication of critical audit matters is NOT required for audits of: 
= Brokers and dealers 
= Investment companies other than business development companies 
= Employee stock purchase, savings, and similar plans 
= Emerging growth companies 


1 Note: Since the CAM paragraph is not required to be implemented by auditors 
until June 30, 2019 for large accelerated filers and December 15, 2020 for all other 
companies, the CAM paragraph is not eligible to be tested until July of 2019. 


e Order of Sections and Required Section Titles 
o Opinion on the Financial Statements (required to be 1% section and title is specified 
for consistency purposes) 
o Basis for Opinion (required to be 2™ section and title is specified for consistency 
purposes) 
Critical Audit Matters (if applicable and order/title is flexible) 
Explanatory paragraph (if applicable and order/title is flexible) 


Basic Elements of PCAOB Report 


e Title—'"Report of Independent Registered Public Accounting Firm" 

e Addressees—Shareholders and the board of directors, or their equivalents. Additional 
addressees are permitted. 

e Opinion—First section is titled “Opinion on the Financial Statements” and includes the 
following: 

o Name of the company whose F/S were audited. 

o Astatement identifying each F/S and any related schedule(s) audited. 

o The date of, or period covered by, each F/S and related schedule identified in the 
report. 

o Astatement indicating that the F/S, including the related notes and any related 
schedule(s), identified and collectively referred to in the report as the F/S, were 
audited. 

o An opinion that the F/S present fairly, in all material respects, the financial 
position of the company as of the B/S date and the results of its operations and 
its cash flows for the period then ended in conformity with the AFRF. The opinion 
should also include an identification of the AFRF. 
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e Basis for Opinion—Second section is titled “Basis for Opinion” and includes the following: 
o A statement that the F/S are the responsibility of the company's management. 
o A statement that the auditor's responsibility is to express an opinion on the F/S 

based on the audit. 

o A statement that the audit was conducted in accordance with the standards of 
the PCAOB. 

o A statement that PCAOB standards require that the auditor plan and perform the 
audit to obtain reasonable assurance about whether the F/S are free of material 
misstatement, whether due to error or fraud. 

o A statement that the audit included: 

= Performing procedures to assess the risks of material misstatement of the 
F/S, whether due to error or fraud, and performing procedures that 
respond to those risks; 

= Examining, on a test basis, evidence regarding the amounts and disclosures 
in the F/S; 

«Evaluating the accounting principles used and significant estimates made 
by management; and 

= Evaluating the overall presentation of the F/S. 

o A statement that the auditor believes that the audit provides a reasonable basis 
for the auditor's opinion. 

o A statement that the auditor is a public accounting firm registered with the 
PCAOB (United States) and is required to be independent with respect to the 
company in accordance with the U.S. federal securities laws and the applicable 
rules and regulations of the SEC and the PCAOB. 

e Signature, Tenure, Location, and Date 
o Signature of auditor's firm 
o A statement containing the year the auditor began serving consecutively as the 

company's auditor. If uncertain (due to audit firm merger, etc.), the earliest year 
of which the auditor has knowledge. 

The city and state (or city and country, if non-U.S. auditor) 

Date of the report 


Explanatory Language 


In addition to these basic elements and a CAM paragraph, an unqualified report may also require 
explanatory language in certain circumstances, such as: 

e There is substantial doubt about the company's ability to continue as a going concern. 

e The auditor refers to the report of other auditors as the basis, in part, for their own report. 

e There is a change between periods in accounting principles or in the method of application 
that has a material effect on the F/S. 

e There has been a change in a reporting entity. (Except when the change results from the 
creation, cessation, or purchase/disposition of a subsidiary or other business unit.) 

e Amaterial misstatement in previously issued F/S has been corrected. 

e The auditor performs an integrated audit and issues separate reports on the company's 
F/S and internal control over financial reporting. 

e Supplementary information required by the AFRF has been omitted; the presentation of 
such info departs materially from the AFRF requirements; the auditor is unable to complete 
prescribed procedures with respect to such info; or the auditor is unable to remove 
substantial doubts about whether the supplementary information conforms to the 
requirements of the AFRF. 
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e Other information in a document containing audited F/S is materially inconsistent with 
information appearing in the F/S. 


The auditor may also decide to emphasize certain matters even though they are not required, such 
as: 

e Significant transactions (e.g., related party transactions) 

e Important subsequent events 

e Accounting matters, other than changes in accounting principle, affecting the comparability 

of the F/S with those of the preceding period 
e Uncertainties (e.g., regarding significant litigation or regulatory actions) 
e The entity's status as a component of a larger business enterprise. 


Standard Unqualified PCAOB Report without Critical Audit Matters 


REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 
To the shareholders and the board of directors of X Company 


Opinion on the Financial Statements 
We have audited the accompanying balance sheets of X Company (the "Company") as of December 31, 20X2 
and 20X1, the related statements of [titles of the financial statements, e.g., income, comprehensive income, 
stockholders’ equity, and cash flows], for each of the three years in the period ended December 31, 20X2, and 
the related notes [and schedules] (collectively referred to as the "financial statements"). /n our opinion, the 
financial statements present fairly, in all material respects, the financial position of the Company as of [at] 
December 31, 20X2 and 20X1, and the results of its operations and its cash flows for each of the three years in 
the period ended December 31, 20X2, in conformity with [the applicable financial reporting framework - AFRF]. 


Basis for Opinion 
These financial statements are the responsibility of the Company's management. Our responsibility is to 
express an opinion on the Company's financial statements based on our audits. We are a public accounting 
firm registered with the Public Company Accounting Oversight Board (United States) ("PCAOB") and are 
required to be independent with respect to the Company in accordance with the U.S. federal securities laws 
and the applicable rules and regulations of the Securities and Exchange Commission and the PCAOB. 


We conducted our audits in accordance with the standards of the PCAOB. Those standards require that we plan 
and perform the audit to obtain reasonable assurance about whether the financial statements are free of 
material misstatement, whether due to error or fraud. Our audits included performing procedures to assess 
the risks of material misstatement of the financial statements, whether due to error or fraud, and performing 
procedures that respond to those risks. Such procedures included examining, on a test basis, evidence 
regarding the amounts and disclosures in the financial statements. Our audits also included evaluating the 
accounting principles used and significant estimates made by management, as well as evaluating the overall 
presentation of the financial statements. We believe that our audits provide a reasonable basis for our opinion. 


Critical Audit Matters 
Critical audit matters are matters arising from the current period audit of the financial statements that were 
communicated or required to be communicated to the audit committee and that: (1) relate to accounts or 
disclosures that are material to the financial statements and (2) involved our especially challenging, subjective, 
or complex judgments. We determined that there are no critical audit matters. 


[Signature] 

We have served as the Company's auditor since [year]. 
[City and State or Country] 

[Date] 
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Alternative paragraph for report with Critical Audit Matters 


Critical Audit Matters 
The critical audit matters communicated below are matters arising from the current period audit of the 
financial statements that were communicated or required to be communicated to the audit committee and 
that: (1) relate to accounts or disclosures that are material to the financial statements and (2) involved our 
especially challenging, subjective, or complex judgments. The communication of critical audit matters does 
not alter in any way our opinion on the financial statements, taken as a whole, and we are not, by 
communicating the critical audit matters below, providing separate opinions on the critical audit matters or 
on the accounts or disclosures to which they relate. 


[Include critical audit matters] 


Departures from Unqualified Opinions (AS 3105) 


The revisions to the PCAOB audit report in PCAOB 201 7-001 did not change the circumstances in 
which an auditor should depart from an unqualified opinion. It merely moved such standards to AS 
3105, clarified the language, and modified the illustrative reports to be consistent with the 
revisions already discussed; thus, we will only cover some minor differences here as well as some 
example reports. 

e Qualified Opinion—The same basic elements are required in an auditor's report 
expressing a qualified opinion as in an auditor's report expressing an unqualified opinion, 
including the communication of critical audit matters (CAM), if applicable. The auditor 
should consider whether matters for which the auditor qualified the opinion are also 
CAMs. 

o The opinion paragraph must include the words “except” or “exception” in phrases 
such as “except for” or “with the exception of.” 

o One or more paragraphs immediately following (After) the opinion paragraph 
should disclose all of the substantive reasons for the qualified opinion. 

o Scope Limitation—Where a qualified opinion results from a scope limitation or 
an insufficiency of evidence, the auditor's report should describe the basis for 
departure from an unqualified opinion in a separate paragraph immediately 
following the opinion paragraph and refer to that description in both the Basis for 
Opinion section and Opinion on the Financial Statements section of the report. 
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Qualified PCAOB Report Example 


REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 
To the shareholders and the board of directors of X Company 


Opinion on the Financial Statements 
We have audited the accompanying balance sheets of X Company (the "Company") as of December 31, 20X2 
and 20X1, the related statements of [titles of the financial statements, e.g., income, comprehensive income, 
stockholders’ equity, and cash flows] for each of the years then ended, and the related notes [and schedules] 
(collectively referred to as the "financial statements"). In our opinion, except for the effects of the 
adjustments, if any, as might have been determined to be necessary had we been able to examine evidence 
regarding the foreign affiliate investment and earnings, as described below, the financial statements present 
fairly, in all material respects, the financial position of X the Company as of December 31, 20X2 and 20X1, and 
the results of its operations and its cash flows for the years then ended in conformity with accounting 
principles generally accepted in the United States of America. 


We were unable to obtain audited financial statements supporting the Company's investment in a foreign 
affiliate stated at $ and $ at December 31, 20X2 and 20X1, respectively, or its equity in earnings 
of that affiliate of $ and $ , which is included in net income for the years then ended as described 
in Note X to the financial statements; nor were we able to satisfy ourselves as to the carrying value of the 
investment in the foreign affiliate or the equity in its earnings by other auditing procedures. 


Basis for Opinion 


These financial statements are the responsibility of the Company's management. Our responsibility is to 
express an opinion on the Company's financial statements based on our audits. We are a public accounting 
firm registered with the Public Company Accounting Oversight Board (United States) ("PCAOB") and are 
required to be independent with respect to the Company in accordance with the U.S. federal securities laws 
and the applicable rules and regulations of the Securities and Exchange Commission and the PCAOB. 


Except as discussed above, we conducted our audits in accordance with the standards of the PCAOB. Those 
standards require that we plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement, whether due to error or fraud. Our audits included 
performing procedures to assess the risks of material misstatement of the financial statements, whether due 
to error or fraud, and performing procedures that respond to those risks. Such procedures included 
examining, on a test basis, evidence regarding the amounts and disclosures in the financial statements. Our 
audits also included evaluating the accounting principles used and significant estimates made by 
management, as well as evaluating the overall presentation of the financial statements. We believe that our 
audits provide a reasonable basis for our opinion. 


Critical Audit Matters 
[Paragraph explaining CAM, if applicable, and list of critical audit matters or statement that there were no such 
matters.] 


[Signature] 

We have served as the Company's auditor since [year]. 
[City and State or Country] 

[Date] 


e Adverse Opinion 
o When the auditor expresses an adverse opinion, the auditor's report must 
include the same basic elements as a report for an unqualified opinion, modified 
appropriately. However, a report containing an adverse opinion does NOT include 
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the CAM paragraph since readers are more interested in knowing why an adverse 
opinion is expressed. 

o The auditor's report must describe in a separate paragraph(s) all the substantive 
reasons for the adverse opinion and the principal effects of the subject matter of 
the adverse opinion on financial position, results of operations, and cash flows, if 
practicable. If not reasonably determinable, the report should say so. If disclosed 
in a note to the F/S, the explanatory paragraph (After) should refer to the 
applicable note. The auditor's report also should refer to that description in the 
Opinion on the Financial Statements section of the report. 


Adverse PCAOB Report Example 


REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 
To the shareholders and the board of directors of X Company 


Opinion on the Financial Statements 
We have audited the accompanying balance sheets of X Company (the "Company") as of December 31, 20X2 
and 20X1, the related statements of [titles of the financial statements, e.g., income, comprehensive income, 
stockholders’ equity, and cash flows] for each of the years then ended, and the related notes [and schedules] 
(collectively referred to as the "financial statements"). In our opinion, because of the effects of the matters 
discussed in the following paragraphs, the financial statements do not present fairly, in conformity with 
accounting principles generally accepted in the United States of America, the financial position of the 
Company as of December 31, 20X2 and 20X1, or the results of its operations or its cash flows for the years 
then ended. 


As discussed in Note X to the financial statements, the Company carries its property, plant and equipment 
accounts at appraisal values, and provides depreciation on the basis of such values. Further, the Company 
does not provide for income taxes with respect to differences between financial income and taxable income 
arising because of the use, for income tax purposes, of the installment method of reporting gross profit from 
certain types of sales. Accounting principles generally accepted in the United States of America require that 
property, plant and equipment be stated at an amount not in excess of cost, reduced by depreciation based 
on such amount, and that deferred income taxes be provided. 


Because of the departures from accounting principles generally accepted in the United States of America 
identified above, as of December 31, 20X2 and 20X1, inventories have been increased $ and $ by 
inclusion in manufacturing overhead of depreciation in excess of that based on cost; property, plant and 
equipment, less accumulated depreciation, is carried at $ and $ in excess of an amount based 
on the cost to the Company; and deferred income taxes of $ and $ have not been recorded; 
resulting in an increase of $ and $ in retained earnings and in appraisal surplus of $ and 
$ , respectively. For the years ended December 31, 20X2 and 20X1, cost of goods sold has been 
increased $ and $ , respectively, because of the effects of the depreciation accounting referred to 
above and deferred income taxes of $ and $ have not been provided, resulting in an increase in 
net income of $ and $ , respectively. 

Basis for Opinion 


[Same basic elements as the Basis for Opinion section of the auditor's unqualified report] 


[Signature] 

We have served as the Company's auditor since [year]. 
[City and State or Country] 

[Date] 
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e Disclaimer of Opinion—When an auditor has not performed sufficient procedures to 
form an opinion, the auditor must disclaim an opinion. In this case, the report must include 
the same basic elements of the unqualified option, modified as follows. 

o The title of the first section is changed to, “Disclaimer of Opinion on the Financial 
Statements” and contains the following: 
= The name of the company whose financial statement the auditor was 
engaged to audit. 
= Identification of each financial statement and any related schedules that 
the auditor was engaged to audit. 
= The first sentence states, “we were engaged to audit,” rather than “we have 
audited.” The sentence that references the auditor's responsibility to 
express an opinion is omitted. 
o The title of the second section of the report is changed to, “Basis for Disclaimer 
of Opinion.” 
o Omit the CAM section. CAM requirements do not apply to disclaimer of opinions. 


Disclaimer of Opinion Example - PCAOB Report 


REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 
To the shareholders and the board of directors of X Company 


Disclaimer of Opinion on the Financial Statements 
We were engaged to audit the accompanying balance sheets of X Company (the "Company") as of December 
31, 20X2 and 20X1, and the related statements of [titles of the financial statements, e.g., income, 
comprehensive income, stockholders' equity, and cash flows], and the related notes [and schedules] 
(collectively referred to as the "financial statements"). As described in the following paragraph, because the 
Company did not take physical inventories and we were not able to apply other auditing procedures to satisfy 
ourselves as to inventory quantities and the cost of property and equipment, we were not able to obtain 
sufficient appropriate audit evidence to provide a basis for an audit opinion on the financial statements, and 
we do not express, an opinion on these financial statements. 


The Company did not make a count of its physical inventory in 20X2 or 20X1, stated in the accompanying 
financial statements at$___ as of December 31, 20X2, and at $ as of December 31, 20X1. Further, 
evidence supporting the cost of property and equipment acquired prior to December 31, 20X1, is no longer 
available. The Company's records do not permit the application of other auditing procedures to inventories or 
property and equipment. 


Basis for Disclaimer of Opinion 


These financial statements are the responsibility of the Company's management. We are a public accounting 
firm registered with the Public Company Accounting Oversight Board (United States) ("PCAOB") and are 
required to be independent with respect to the Company in accordance with the U.S. federal securities laws 
and the applicable rules and regulations of the Securities and Exchange Commission and the PCAOB. 


[Signature] 

We have served as the Company's auditor since [year]. 
[City and State or Country] 

[Date] 
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e Departure from a Generally Accepted Accounting Principle 

o The auditor's report should express a qualified or adverse opinion in the “Opinion 
on the Financial Statements” section and the basis for the opinion in the “Basis 
for Opinion” section. 

o Fora qualified opinion, the auditor's report should describe the basis for 
departure from an unqualified opinion in a separate paragraph immediately 
following the opinion paragraph and refer to that description in the Basis for 
Opinion section of the report. Such paragraph should also disclose the effects of 
the subject matter of the qualification on financial position, results of operations, 
and cash flows, if practicable. If not reasonably determinable, the report should 
say so. If disclosed in a note to the financial statements, the explanatory 
paragraph should refer to the applicable note. 

o The omission of the statement of cash flows or other inadequate disclosures 
generally result in a qualified or adverse opinion. 


e Reference to the Use of a Specialist—An audit report may refer to the use of a specialist 
if such a reference will facilitate an understanding of a CAM (i.e., the matter itself, the 
principal considerations that led the auditor to determine that the matter was a CAM, or 
how the CAM was addressed in the audit) or the reason for explanatory language or a 
departure from an unqualified opinion. Otherwise, no reference should be made to the 
work of a specialist in the auditor's report. 


Audits Performed in Accordance with GAAS as well as a Different Set of 
Standards 


An auditor may be engaged to perform an audit in accordance with some set of standards, other 
than PCAOB standards, but in addition to auditing standards generally accepted in the United 
States of America (GAAS). The auditor may accept such an engagement but would be required to 
perform the engagement in accordance with GAAS as well as the other set of standards. 

e If the audit was conducted applying both sets of standards in their entirety, the audit 
report would indicate that the audit was conducted in accordance with GAAS and the other 
set of standards, naming the source of the standards. 

e On the other hand, if the second set of standards was not applied in its entirety, the report 
will indicate compliance with GAAS, excluding any mention of the other standards. 


If the second set of standards is PCAOB standards, the content of the report will depend on 
whether the audit was within the jurisdiction of the PCAOB. If the audit is not within the jurisdiction 
of the PCAOB, the report will refer to the PCAOB standards in addition to GAAS. The report will 
follow the guidelines of one prepared in accordance with the PCAOB standards and indicate that it 
was also performed in accordance with GAAS. 
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Lecture 6.04 - Emphasis of Matter & Other Matter 
Paragraph 


Emphasis of Matter (AU-C 706) 


An auditor has broad discretion to add an additional paragraph to the end of a report whenever 
the auditor wants to emphasize a matter. Sometimes the client has properly accounted for and 
disclosed an item of extreme importance, but the auditor is concerned that a careless reader of 
the F/S might not examine the notes to the F/S and, thus, not notice the information provided by 
the client. These include matters that are of such importance that they are fundamental to the users’ 
understanding of the F/S. 


Circumstances that may lead the auditor to add an optional emphasis-of-matter paragraph 
following the opinion include: 

e Significant related party transactions 

e Material uncertainties (unresolved lawsuit) 

e Important subsequent events 

e Lack of consistency in the application of accounting principles 


When the auditor decides to include an emphasis-of-matter paragraph, the auditor should include 
it immediately after the opinion paragraph in the report. In addition, it should: 
e Have an appropriate heading, such as Emphasis of Matter 
e Include a clear reference to the matter being emphasized and where the matter is 
addressed in the F/S 
e Indicate that the auditor's opinion is not modified with respect to the matter 


Since the client has properly accounted for and disclosed the matter, the opinion will be 
unmodified. An example of an emphasis-of-matter paragraph that might result from uncertainty 


related to a significant pending litigation matter follows: 


Unmodified Opinion - Emphasis of a Matter (After Opinion) 


INDEPENDENT AUDITOR'S REPORT 
Addressee 


Report on the Financial Statements (Intro) 
Standard introductory paragraph 


Management's Responsibility for the Financial Statements 
Standard paragraph 


Auditor's Responsibility 
Standard paragraph 


Opinion 
Standard paragraph 


Emphasis of Matter 

As discussed in Note X to the financial statements, the Company is a defendant in a lawsuit [briefly 
describe the nature of the litigation consistent with the Company’s description in the notes to the 
financial statements]. Our opinion is not modified with respect to this matter. 
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In addition to the circumstances just discussed, in which the inclusion of an emphasis-of-matter 
paragraph is optional, there are some circumstances in which the inclusion of such a paragraph is 
mandatory. Examples are: 


The auditor's opinion on revised F/S differs from the opinion previously expressed, 
although an other-matter paragraph may be used. 
Substantial doubt as to the ability of the client to continue as a going concern, requiring the 
inclusion of the wording “substantial doubt” and “going concern” in the paragraph. 
A justified change in accounting principles affecting consistency, including: 

o A change in reporting entity. 

o A change in accounting principle by an investee accounted for using the equity 

method by the reporting entity. 

o Adjustments to correct a misstatement in previously issued F/S. 
F/S prepared in accordance with a special-purpose framework (i.e., a financial reporting 
framework other than GAAP). 
F/S prepared in accordance with a regulatory basis that are intended for general use. 


For public companies, the PCAOB standards require the addition of an explanatory paragraph 
referring to the auditor's report on internal control when the reports on the F/S and internal 
control are separate. See example below. 


We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board 
(United States), X company’s internal control over financial reporting as of December 31, 20X3, based on 
criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring 
Organizations of the Treadway Commission and our report dated February 24, 20X4, expressed an 
unqualified opinion thereon. 


Other Matter (AU-C 706) 


An auditor will use an other-matter paragraph to communicate matters that are not otherwise 
reported or disclosed in the F/S but, in the auditor's judgment, enhances a user's ability to 
understand the audit, the auditor's responsibilities, or the auditor's report. An other-matter 
paragraph will have a heading that states Other Matter and will follow any emphasis-of-matter 
paragraphs and Opinion. 


Certain circumstances require the auditor to include an other-matter paragraph. These include: 


The auditor's opinion on revised F/S differs from the opinion previously expressed, 
although an emphasis-of-matter paragraph may be used. 

The report of another auditor who reported on prior period F/S is not presented with 
comparative F/S. 

When prior periods presented in comparative F/S were reviewed or compiled, or when 
they have not been audited, reviewed, or compiled. 

When other information accompanying audited F/S contains a material inconsistency, which 
management refuses to revise, unless the auditor decides to withhold the auditor's report 
or withdraw from the engagement. 

When the entity presents supplementary information with the F/S, unless the auditor 
issues a Separate report on the supplementary information. 

When the F/S are accompanied by required supplementary information (RSI). 

F/S prepared in accordance with a special-purpose framework (i.e., a financial reporting 
framework other than GAAP) that are restricted to internal use. 
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INDEPENDENT AUDITOR'S REPORT 
Addressee 


Report on the Financial Statements (Intro) 
Standard introductory paragraph 


Management's Responsibility for the Financial Statements 
Standard paragraph 


Auditor’s Responsibility 
Standard paragraph 


Opinion 
Standard paragraph 


Other-Matter 

In our report dated March 1, 20X1, we expressed an opinion that the 20X0 financial statements did 
not fairly present the financial position, results of operations, and cash flows of ABC Company in 
accordance with accounting principles generally accepted in the United States of America because 
of two departures from such principles: (1) ABC Company carried its property, plant, and equipment 
at appraisal values, and provided for depreciation on the basis of such values, and (2) ABC Company 
did not provide for deferred income taxes with respect to differences between income for financial 
reporting purposes and taxable income. As described in Note X, the Company has changed its 
method of accounting for these items and restated its 20X0 financial statements to conform with 
accounting principles generally accepted in the United States of America. Accordingly, our present 
opinion on the restated 20X0 financial statements, as presented herein, is different from that 
expressed in our previous report. 


Compliance with Contractual Agreements or Regulatory Requirements (Other-Matter) 


An auditor, in conjunction with the audit of F/S, may be responsible for reporting on an entity's 
compliance with aspects of contractual agreements or with regulatory requirements. As discussed 
in a later section, this is often done in the form of a special report. In some circumstances, 
however, the report on compliance may be included in the auditor's report on the F/S. 


When a report on compliance is included in the auditor's report on the F/S, the auditor will include 
an other-matter paragraph. It will include a reference to the specific covenants or paragraphs of 
the contractual agreement or regulatory requirements, to the extent they relate to accounting 
matters. 


The other-matter paragraph should include: 

e When appropriate, a statement that nothing came to the auditor's attention that caused 
the auditor to believe that the entity failed to comply with specified aspects of the 
contractual agreements or regulatory requirements, insofar as they relate to accounting 
matters. 

e When appropriate, a description of identified instances of noncompliance. 

e Astatement indicating that the communication is being provided in connection with the 
audit of the F/S. 

e Astatement that the audit was not directed primarily toward obtaining knowledge 
regarding compliance and, accordingly, had the auditor performed additional procedures, 
additional matters may have come to the auditor's attention regarding noncompliance with 
requirements, insofar as they relate to accounting matters. 
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e lf appropriate, a paragraph that includes a description and the source of significant 
interpretations made by management relating to provisions of the contractual agreement 
or regulatory requirements. 

e A paragraph that includes an appropriate alert restricting the use of the auditor's 
communication. 


While, with the exception of the addition of the other-matter paragraph, the auditor's report will 
remain unchanged, there are some modifications that may be required: 

e If the auditor is responsible for expressing an opinion on the effectiveness of internal 
control in conjunction with the audit of F/S, the 24 paragraph of the section of the report 
indicating the auditor's responsibility will be modified. 

o The reference to procedures not being applied for the purpose of expressing an 
opinion on the effectiveness of internal control is deleted. 

o The sentence indicating that, accordingly, no such opinion is expressed is also 
deleted. 


Auditor’s Responsibility 


Our responsibility is to express an opinion on these financial statements based on our audit. We 
conducted our audit in accordance with auditing standards generally accepted in the United States of 
America. Those standards require that we plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free of material misstatement. 


An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in 
the financial statements. The procedures selected depend on the auditors judgment, including the 
assessment of risks of material misstatement of the financial statements, whether due to fraud or error. 
In making those risk assessments, the auditor considers internal control relevant to the entity's 
preparation and fair presentation of the financial statements in order to design audit procedures that are 


appropriate in the circumstances. (but not for the purpose of expressing an opinion on the 
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An audit of financial statements also includes evaluating the appropriateness of accounting policies used 
and the reasonableness of significant accounting estimates made by management, as well as evaluating 
the overall presentation of the financial statements. 


We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for 
our audit opinion. 


The opinion paragraph will be followed by an other-matter paragraph as follows: 


Other Matter 

In connection with our audit, nothing came to our attention that caused us to believe that X Company 
failed to comply with the terms, covenants, provisions, or conditions of sections XX to &&, inclusive of the 
Indenture dated July 21, 20XX with ABC Bank, insofar as they relate to accounting matters. However, our 
audit was not directed primarily toward obtaining knowledge of such noncompliance. Accordingly, had 
we performed additional procedures, other matters may have come to our attention regarding the 
Company's noncompliance with the above-referenced terms, covenants, provisions, or conditions of the 
Indenture, insofar as they relate to accounting matters. 
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After the Other-Matter paragraph, the audit report will include an alert that restricts the use of the 
report. In general, it will read: 


Restricted Use Relating to the Other Matter 

The communication related to compliance with the aforementioned Indenture described in the Other 
Matter paragraph is intended solely for the information and use of the boards of directors and 
management of X Company and ABC Bank and is not intended to be and should not be used by anyone 
other than those specified parties. 


If the engagement is performed in accordance with Government Auditing Standards, the restricted 
use alert may read: 


Restricted Use Relating to the Other Matter 

The purpose of the communication related to compliance with the aforementioned [compliance 
requirements] described in the Other Matter paragraph is solely to describe the scope of our testing of 
compliance and the results of that testing. This communication is an integral part of an audit performed 
in accordance with Government Auditing Standards in considering X Company's compliance. Accordingly, 
this communication is not suitable for any other purpose. 
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Lecture 6.05 - Framework for Reporting 


Explicit Requirements 


In a standard report, the opinion paragraph explicitly states that the F/S are in conformity with 
GAAP. For nonissuers, the FASB Accounting Standards Codification (ASC) is the only authoritative 
source of GAAP. Issuers must also take into account requirements imposed by the SEC in addition 
to the requirements of the FASB. 


In unusual circumstances, a new type of transaction or new legislation may arise that causes 
existing authoritative principles to be inapplicable. In such a case, it actually might be misleading 
to apply these principles, and GAAP would require presentation of the transaction in a reasonable 
manner that would be generally accepted as more appropriate. In such a justified departure 
from a promulgated accounting principle, an unmodified opinion will still be issued, but an 
emphasis-of-matter paragraph will be included after the opinion, mentioning the departure and 
explaining that unusual circumstances make it appropriate. 


When the client's management is not preparing the F/S in conformity with GAAP, the auditor 
should, of course, first suggest that the statements be corrected. If management refuses, then the 
auditor will normally issue a qualified opinion (also known as an "except for" opinion). In such an 
opinion, the auditor indicates that the F/S are fairly presented, except for the specific departure 
from GAAP. In rare cases, a departure from GAAP will be so extreme so as to make the F/Sas a 
whole misleading, and in such cases the auditor will issue an adverse opinion, stating the F/S are 
not fairly presented. 


When a modified opinion is issued, the auditor will explain the reasons for the opinion, and a 
paragraph that explains the Basis for the qualification will appear immediately before the opinion 
paragraph in order to forewarn the reader that the opinion is different from the normal situation. 
The paragraph will be headed “Basis for Qualified Opinion.” 


Qualified Opinion - Unjustifiable Departure from GAAP (Before) 


INDEPENDENT AUDITOR’S REPORT 
Addressee 


Report on the Financial Statements (Intro) 
- Standard Introductory Paragraph 


Management's Responsibility for the Financial Statements 
- Standard paragraph 


Auditor's Responsibility 
- Standard paragraph 


Basis for Qualified Opinion (new paragraph before) 


The Company has stated inventories at cost in the accompanying balance sheets. Accounting principles generally accepted 
in the United States of America require inventories to be stated at the lower of cost or net realizable value. If the Company 
stated inventories at the lower of cost or net realizable value, a write down of $X XX would have been required at December 
31, 20X1. Accordingly, cost of sales would have been increased by $XX XX, and net income, income taxes, and 
stockholders’ equity would have been reduced by $XXXX, $XXXX, and $XXXX as of and for the year ended December 
31, 20X1. 
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Qualified Opinion (new title) 

_In our opinion, except for the effects of the matter described in the Basis for Qualified Opinion 
paragraph, the financial statements referred to above present fairly, in all material respects, the financial 
position of X Company as of December 31, 20XX, and the results of its operations and its cash flows for the 
year then ended in accordance with accounting principles generally accepted in the United States of 
America. 


Evaluating Consistency - Implicit 


The auditor is required to evaluate the consistency of F/S for the periods presented and 
communicate in the auditor's report when the comparability of F/S from one period to the next is 
affected. When accounting principles have been applied consistently, there is no mention of 
consistency in the audit report. Consistency is, thus, implicit in that it is only mentioned if 
accounting principles have not been consistently applied from period to period. 


Consistency is evaluated for all periods presented in relation to each other as well as to the period 
prior to the earliest period presented. When comparative F/S are presented, the auditor evaluates 
consistency for all periods presented as well as the consistency with which accounting principles 
were applied in the earliest period presented in relation to the immediately preceding period. 
When F/S are presented for a single period, the auditor evaluates the consistency of the current 
period F/S to those for the immediately preceding period. 


An inconsistency may be due to: 
e A change in accounting principle. 
e An adjustment to correct a material misstatement in previously issued F/S. 


When there is a change in accounting principle, the auditor determines whether: 
e The new principle is in accordance with the AFRF. 
e The accounting for the change in principles conforms to the requirements of the 
framework (i.e., the change is proper). 
e Disclosures are appropriate and adequate. 
e There is justification that the change is preferable. 


When the auditor is satisfied that all conditions have been met, the auditor will issue an 
unmodified opinion but will modify the report by including an emphasis-of-matter paragraph. This 
paragraph is included in future reports until the new accounting principle has applied in all periods 
presented as well as the period immediately preceding the first period presented. When the 
auditor is unable to determine that all conditions have been met, the auditor should evaluate if the 
change constitutes a departure from the AFRF, which would require a qualified or adverse 
opinion. 
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Changes that would result in an unmodified opinion and an emphasis-of-matter paragraph 
would include: 
e A change from one acceptable principle to another preferable acceptable accounting 
principle. 
o Note: PCAOB AS 2820 indicates that a change from an unacceptable principle to 
an acceptable one is a correction of a misstatement in a previously issued F/S 
and is not a change in accounting principle. 
e Achange in accounting estimate that is inseparable from a change in accounting principle 
(e.g., change in depreciation method or useful life). 
e Achange in reporting entity resulting from including or excluding entities from 
consolidated F/S that is not accompanied by a change in ownership. 
e Asignificant change in accounting principle by an investee that is accounted for under the 
equity method of accounting. 
e An adjustment to correct a material misstatement in previously issued F/S. 


Note: A change will not require identification if it doesn't have a material impact on the 
comparability of the current and preceding years’ F/S. 


A change in classification of an item on the F/S, if material, may represent a change in accounting 
principle or a correction of an error (e.g., reclassifying cash flows from operating activities to 
investing activities due to a mistake in previous years’ F/S), in which case, it will also result in an 
emphasis-of-matter paragraph. 


An inconsistency is not necessarily a departure from GAAP. As long as the auditor concurs with 
the change and it is accounted for and disclosed properly, the audit opinion will continue to be 
unmodified. The report will include, however, an emphasis-of-matter paragraph, which may 
appear as follows: 


Change in Principle - Concur - Unmodified (After Opinion) 


Emphasis of Matter 

As discussed in Note X to the consolidated financial statements, the company changed its method of 
accounting for Goodwill and changed its method of accounting for Derivative instruments and hedging 
activities in 20XX. Our opinion is not modified with respect to this matter. 


The essential item to include in the explanatory paragraph is a reference to the footnote in which 
the client discusses the change. Notice that the auditor does not explicitly state that they concur 
with the change and that it is accounted for and disclosed properly. This is assumed because of 
the unmodified opinion. A sentence mentioning that the opinion is not modified is also added. 


There are certain circumstances that will cause an inconsistency to be a GAAP departure requiring 
either a qualified or adverse opinion. In such cases, as indicated above, the audit report includes 
a paragraph entitled Basis for Qualification, which appears before the opinion, since it is 
affecting it. Examples include: 

e A change to an unacceptable principle. 

e Achange that is not accounted for in the proper manner. 

e Achange that is not properly disclosed. 

e A change that is made without sufficient justification. 
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A report resulting from an unjustified change in principle might appear as follows: 


Change in Principle - Do not concur - Qualified (Before) 


Basis for Qualification 

As discussed in Note B to the financial statements, the Company changed its method of 
inventory pricing during 20X1 from the last-in, first-out method to the first-in, first-out 

method. Although the use of the first-in, first-out method is in conformity with U.S. generally 
accepted accounting principles, in our opinion, the Company has not provided reasonable 
justification for making the change as required by U.S. generally accepted accounting principles. 


Qualified Opinion 

In our opinion, except for the change in accounting principle discussed in the preceding 
paragraph, the financial statements referred to above present fairly, in all material respects, the 
financial position of X Company as of December 31, 20X1, and the results of its operations and its cash 
flows for the year then ended in conformity with U.S. generally accepted accounting principles. 


Subsequent years: If the year in which the change occurred is presented, the explanatory 
paragraph is required in the subsequent year’s reports. If the change was treated as a retroactive 
restatement, the explanatory paragraph is not needed in subsequent years. 


If it is a First Year Audit and the auditor is satisfied as to the consistency of the accounting 
principles, no reference to consistency is made. 


Omitted Disclosures (Inadequate Disclosure) - Implicit 


The audit report does not make any mention of disclosures, other than in the introductory 
paragraph, which indicates that they are among the financial information that is being audited, 
unless disclosures are considered incorrect, incomplete, or otherwise unsatisfactory. In an 
unmodified opinion, the auditor implicitly indicates that disclosures are adequate by not 
indicating otherwise in the report. 


Omitted Disclosures - Qualified Opinion (Before) 


Basis for Qualification 


The Company's statements do not disclose (describe the nature of the omitted disclosures). In our 
opinion, disclosure of this information is required by U.S. Generally Accepted Accounting Principles. 


Qualified Opinion 

In our opinion, except for the omission of the information discussed in the preceding paragraph, 
the financial statements referred to above present fairly, in all material respects, the financial position of 
X Company as of December 31, 20XX, and the results of its operations and its cash flows for the year 
then ended in accordance with U.S. Generally Accepted Accounting Principles. 


One special violation is the failure to include a statement of cash flows in a set of F/S. GAAP 
requires the inclusion of such a statement whenever a company is presenting results of 
operations, i.e., an income statement. The failure to include the statement of cash flows results in 
a qualified opinion, but also requires modification to the introductory and opinion paragraphs to 
delete reference to it: 
e No cash flows (Qualified Opinion, not a Scope Limit - Inadequate disclosure) 
o Omit “Cash flows” in Intro paragraph 
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o Basis for qualification paragraph is added before the opinion, explaining that the 
company declined to present the statement as required by GAAP. 

o Opinion paragraph mentions, “except that omission of Cash Flows results in an 
incomplete presentation.” 


No Statement of Cash Flows - Qualified Opinion (Before) 


INDEPENDENT AUDITOR'S REPORT 
(Nonissuer Company) 
+ 
To: The Board of Directors of X Company (Those charged with Governance) 


Report on the Financial Statements (Intro) 

We have audited the accompanying financial statements of X Company, which comprise the balance sheet as 
of December 31, 20X1, and the related statements of income and changes in stockholders’ equity (Cash flows 
omitted) for the year then ended, and the related notes to the financial statements. 


Management's Responsibility for the Financial Statements 
-Standard 


Auditor's Responsibility 
-Standard 


Basis for Qualification 

The Company declined to present a statement of cash flows for the year ended December 31, 
20X1. Presentation of such a statement summarizing the Company's operating, investing, and 
financing activities is required by U.S. generally accepted accounting principles. 


Qualified Opinion 

In our opinion, except that the omission of a statement of cash flows results in an incomplete 
presentation as explained in the preceding paragraph, the financial statements referred to above present 
fairly, in all material respects, the financial position of X Company as of December 31, 20X1, and the results of 
its operations for the year then ended in accordance with accounting principles generally accepted in the 
United States of America. 


Comprehensive income may be reported in one of 2 ways, this would affect only the introductory 
paragraph (no change in opinion paragraph). 

e Aseparate mentioned statement - “statement of comprehensive income” 

e Included with the income statement - “statement of income and comprehensive income” 


Sometimes, a client will include the name of the CPA firm in a report on F/S that were not audited 
or reviewed by the CPA. By naming the CPA, the client has now associated them with the F/S, and 
it is critical for the CPA to demand that the client either: 

e Remove the CPA's name from the client's report, or 

e Mark each page of the F/S "Unaudited. No opinion expressed on them." 


ACPA must at least do the level of work equivalent to a compilation in order to attach any report 
to such statements. Compilations and reviews are discussed in another section. 
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Lecture 6.06 - Group Financial Audits, Uncertainty & 
Scope Limitation 


Group Financial Audits (AU-C 600) 


Making Reference to the Work of a Component Auditor - Shared Responsibility Opinion - 
Division of Responsibility - Explicit 

Sometimes, there are other auditors involved in the engagement (we are not referring to 
predecessor auditors who are not an issue if the client is presenting single-period F/S only). If the 
client owns a subsidiary or has a major investment in another company requiring the use of the 
equity method of accounting, the F/S of the client may be materially impacted by the investee's 
results. If the accountant happened to be the auditor of both the investor and investee 
companies, no responsibility issue arises. Often, however, the F/S of the investor company are 
audited by one accounting firm while the statements of the investee are audited by another. 


In such cases, a determination must be made as to who is the group engagement partner, which 
refers to the accounting firm that has examined the company having the largest impact on the 
overall report. Most examples on the CPA exam involve a group engagement partner who is the 
auditor of a parent corporation that needs to rely on the work of component auditors who 
audited one or more subsidiaries. Assuming the results of the subsidiary have a material impact 
on the consolidated statements of the parent, the group engagement partner must evaluate 
component auditors, taking into consideration: 
e The component auditors understanding and willingness to comply with ethical 
requirements, including independence. 
e The component auditor's competence. 
e The extent to which the group engagement team will be involved in the work of the 
component auditor. 
e Whether the group engagement team will be able to obtain necessary consolidating 
information from the component auditor. 
e Whether the component auditor operates in an environment with appropriate oversight. 


When the component auditor does not meet independence requirements, or when the group 
engagement auditor has reservations about other matters, the group engagement team should 
obtain sufficient appropriate audit evidence in regard to the component without using any of the 
work of the component auditor in forming an opinion on the F/S. 


In preparing the audit report, the group engagement auditor determines whether or not to make 
reference to the component auditor as a means of indicating a division of responsibility. No 
reference should be made unless: 

e Component F/S were prepared according to the same framework as the group F/S; 

e The component auditor has complied with GAAS; and 

e The component auditor's report is not restricted. 


When the F/S of a component, audited by a component auditor, were prepared in accordance with 
a financial reporting framework that is different than the financial reporting framework applicable 
to the group F/S, reference to the report of the component auditor should not be made unless: 
e The measurement, recognition, presentation, and disclosure criterial incorporated into the 
framework used for the component are similar to those applicable to the framework 
applied to the group F/S; and 
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e The group auditor has obtained evidence indicating that adjustments made to convert the 
information of the component to the financial reporting framework used in the group F/S 
are appropriate. 


When the group engagement auditor decides to make reference to the component auditor in the 
audit report, the report should indicate clearly that the component was not audited by the group 
engagement auditor but the component auditor. The indication should include the magnitude of 
the portion of the F/S audited by the component auditor. 


If the group engagement auditor decides to name the component auditor, the group auditor 
should: 

e Obtain the component auditor's express permission. 

e Present the component auditor's report together with the report on the group F/S. 


The group engagement auditor should also consider whether modifications to the component 
auditor's report may necessitate modifications to the group auditor's report. 


The group auditor may decide to assume responsibility for the work of a component auditor. 
When that is the case, the report will make no reference to the component auditor. 


An illustration of an audit report in which the group auditor decides to make reference to the 
component auditor follows: 
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Group Financial Audit (Shared Responsibility Opinion) 


INDEPENDENT AUDITOR'S REPORT 
[Appropriate Addressee] 
Report on the Consolidated Financial Statements (Intro) 


We have audited the accompanying consolidated financial statements of X Company and its subsidiaries, 
which comprise the consolidated balance sheet as of December 31, 20X1, and the related consolidated 
statements of income, changes in stockholders’ equity, and cash flows for the year then ended, and the 
related notes to the financial statements. 


Management's Responsibility for the Financial Statements 
-Standard paragraph 


Auditor's Responsibility 


Our responsibility is to express an opinion on these consolidated financial statements based on our audit. 
We did not audit the financial statements of B Company, a wholly-owned subsidiary, which statements 
reflect total assets constituting 20 percent of consolidated total assets at December 31, 20X1, and total 
revenues constituting 18 percent of consolidated total revenues for the year then ended. Those 
statements were audited by other auditors, whose report has been furnished to us, and our opinion, 
insofar as it relates to the amounts included for B Company, is based solely on the report of the other 
auditors. We conducted our audit in accordance with auditing standards generally accepted in the United 
States of America. Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether the consolidated financial statements are free from material misstatement. 


-Standard 2 other paragraphs in Auditor's Responsibility 

Opinion 

In our opinion, based on our audit and the report of the other auditors, the consolidated financial 
statements referred to above present fairly, in all material respects, the financial position of X Company 
and its subsidiaries as of December 31, 20X1, and the results of its operations and its cash flows for the 


year then ended in accordance with accounting principles generally accepted in the United States of 
America. 


Note the reference in the auditor's responsibility paragraph to assets and revenues, the largest 
individual numbers on the balance sheet and income statement, respectively. If the principal 
auditor prefers, these amounts may be stated as percentages of the consolidated total or as 
dollar amounts. 


Uncertainty (Unmodified or Disclaimer) (AU-C 706) 


Occasionally, an auditor will be unable to determine the effects of an item on the F/S, not because 
of any limitation on the scope of the engagement, but because the condition itself is one with an 
uncertain resolution. The most common example is an unresolved lawsuit. 


So long as the client has properly disclosed the uncertainty and accrued any potential losses that 
are probable and estimable, the F/S are in conformity with generally accepted accounting 
principles (i.e., there is no GAAP departure). So long as the auditor has been able to obtain all 
available information about the matter, the audit is in accordance with generally accepted auditing 
standards (i.e., there is no scope limitation). 


In such a circumstance, the auditor may issue a standard report expressing an unmodified 
opinion. If, however, the auditor is concerned that a user might not pay close enough attention to 
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the financial statement and notes to notice the information provided by the client, the auditor has 
the option of adding an emphasis-of-matter paragraph to the audit report. This paragraph must 
appear after the opinion, in order to not detract from it, since it merely represents the auditor's 
desire to call the reader's attention to important information that the client has provided. The 
auditor will normally consider the likelihood of the loss and its materiality, but the decision on 
whether to add this paragraph is based on the auditor's judgment. An example of such a 
modification follows: 


Uncertainty - Contingent Liability (After) 


Emphasis of Matter 


As discussed in note Q to the financial statements, the Company is a defendant ina 
lawsuit alleging patent infringement. The ultimate outcome of the litigation cannot 
presently be determined. Accordingly, no provision for any liability that may result 
upon adjudication has been made in the accompanying financial statements. Our 
opinion is not modified with respect to this matter. 


One of the circumstances involving an uncertainty where the auditor is required to add an 
emphasis-of-matter paragraph to the end of the report is when there is substantial doubt as to 
the ability of the client to continue as a going concern. Since any company can be considered at 
risk of going out of business in the indefinite future (for example, in the next 10,000 years), the 
AICPA has established a limit of one year after the balance sheet date for concerns about the 
client's status to require the additional paragraph. 


When considering the risk of a client going out of existence, the primary issues to be considered 
relate to cash flow, since a company is most likely to fail if it is unable to pay its debts as they 
come due. Factors that may produce substantial doubt as to the going concern status of the client 
include: 

e Several years of operating losses. 

e Negative working capital. 

e Defaults or restructuring of debts. 

e Losses of key customers. 

e Denial or losses of licenses or patents. 


There are, however, certain mitigating factors that may reduce the risk of going out of business 
by improving cash flow, such as plans to: 

e Increase ownership equity through stock issuances for cash. 

e Dispose of marketable assets that are not needed in the operations of the business. 

e Delay or reduce optional expenditures, such as research and development. 


In performing the engagement, the auditor will apply certain tests that are likely to identify 
conditions and events that could lead to substantial doubt as to the client's going concern status, 
including: 

e Review of debt agreements and third-party commitments of financial support. 

e Reading of minutes of board of directors’ meetings. 

e Inquiries of the client's legal counsel. 

e Analytical procedures. 


When the auditor concludes that there is substantial doubt as to the ability of the client to 
continue as a going concern for a reasonable period of time, the auditor must determine the 
adequacy of the client's disclosure of these matters. If the client has made proper disclosure of 
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going concern doubts in a footnote, the audit report will contain an unmodified opinion and must 
contain an emphasis-of-matter paragraph containing language referring specifically to substantial 
doubt and going concern, such as the following: 


Uncertainty - Going Concern Doubt (After) 


Emphasis of Matter 

The accompanying financial statements have been prepared assuming that the Company will 
continue as a going concern. As discussed in Note C to the financial statements, the Company has 
suffered recurring losses from operations and has a net capital deficiency that raises substantial 
doubts about its ability to continue as a going concern. Management's plans in regard to these 
matters are also described in Note C. The financial statements do not include any adjustments 
that might result from the outcome of this uncertainty. Our opinion is not modified with respect to 
this matter. 


Events or conditions may indicate that there could be substantial doubt as to whether the entity 
has the ability to continue as a going concern. If this is the case, the auditor will make inquiries of 
management and gather reliable audit evidence to support one of several possible conclusions: 
The auditor will address whether events and conditions actually indicate a going concern issue. If 
so, the auditor will address whether management's plans to mitigate the adverse effects of the 
events and conditions are likely to be adequate to alleviate the issue. 

e If the auditor resolved that the events and conditions are not severe enough to warrant a 
going concern modification, the auditor will document the findings, but the audit report is 
not affected. 

e If the auditor concludes that there is a going concern issue, it is required to be disclosed in 
the footnotes to the F/S, with one set of disclosures if management's plans are expected to 
be adequate and another set of disclosures if they are not. 

o If disclosure is adequate, the auditor will issue a report with an unmodified opinion 
and the report will have an emphasis-of-matter paragraph drawing attention to the 
matter after the opinion in the auditor's report. 

o If disclosure is not adequate, it represents a departure from the AFRF. 


If the client has not properly disclosed a going concern doubt or other material uncertainty, this 
will be considered inadequate disclosure, a form of GAAP departure, and will require a qualified 
opinion and basis for qualification paragraph before the opinion instead of after, discussing the 
uncertainty as well as noting that the absence of disclosure is a departure from GAAP. 


The auditor is required to communicate going concern issues to those charged with governance. 
In rare cases, the going concern uncertainty may be considered extreme or there are multiple 


uncertainties where it is not possible to form an opinion on the statements taken as a whole, 
requiring a Disclaimer of opinion. 
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Scope limitation (Qualified or Disclaimer) (AU-C 705) 


Inability to obtain Sufficient Appropriate Audit Evidence may occur. 


Sometimes the problem isn't GAAP, but GAAS. Instead of the auditor drawing the conclusion that 
the statements depart from generally accepted accounting principles, the auditor is prevented 
from performing an audit in accordance with GAAS and is unable to draw any conclusion. When 
the auditor is unable to obtain sufficient appropriate audit evidence, it may not be possible to 
express an opinion on certain accounts or disclosures, or it may not even be possible to express an 
opinion on the F/S as a whole at all. 


When circumstances prevent an auditor from performing a particular procedure the auditor 
intended to perform, the auditor's initial response will be to determine if there are alternative 
procedures that can provide satisfactory evidence. If so, these alternative procedures will be 
performed and there is no injury to the audit; a standard report with an unmodified opinion can 
be issued and there is no need to mention the use of alternative tests from those originally 
contemplated. 
e If the procedures that the auditor was unable to perform are considered unconditional 
requirements, there are no acceptable alternative procedures. 
e If the procedures that the auditor was unable to perform are presumptively mandatory 
requirements, the auditor must document how alternative procedures were able to 
accomplish the objectives that the replaced procedures were intended to accomplish. 


If, however, certain procedures that cannot be performed were deemed essential and acceptable 
alternative procedures cannot be performed, the auditor faces a scope limitation (scope 
restriction). A scope limitation may result from: 

e Circumstances beyond the control of the auditor and the client. 

e Circumstances related to the nature or timing of the auditor's procedures. 

e Management-imposed limitations. 


In general, scope limitations will result in a qualified opinion when the auditor is unable to obtain 
sufficient appropriate audit evidence on which to base an opinion but, although potentially 
material, an undetected misstatement would not be pervasive. 
e The report would include a paragraph entitled Basis for Qualification before the opinion 
paragraph describing the reason for the qualification. 
e The opinion paragraph will include the phrase “except for the possible effects of the 
matter(s)...” 


If, on the other hand, the possible effects of an undetected misstatement could be material and 
pervasive, the auditor will issue a disclaimer of opinion. 
e Ascope limitation imposed by management requires special consideration. 
e lf undetected misstatements are potentially material and pervasive, the auditor may issue 
a disclaimer of opinion or withdraw from the engagement. 

o Pervasive means that, in the auditor's judgment, the effects are (1) not confined 
to a specific element, account, or item of the F/S; (2) could represent a substantial 
portion of the F/S; or (3) relate to disclosures that are fundamental to the users’ 
understanding of the F/S. This relates to the “scope” of the effect on the F/S. 
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A disclaimer of opinion will include a paragraph entitled Basis for Disclaimer before the opinion 
paragraph with a description of the substantive scope limitations. The opinion paragraph will 
indicate: 

e Because of the significance of the matters described in the basis for disclaimer paragraph, 
the auditor was unable to obtain sufficient appropriate audit evidence as a basis for an 
opinion. 

e The auditor does not express an opinion. 


In circumstances where a scope limitation prevents an auditor from obtaining sufficient 
appropriate audit evidence regarding an item that does not affect the ending balance of a balance 
sheet account, the auditor may issue an unmodified opinion in regard to financial position and 
disclaim an opinion in regard to the results of operations and cash flows. 


Scope Limitation 
(Restriction on ability to obtain “Sufficient Appropriate Audit 
Evidence”) 
e Circumstances 
o Cannot confirm A/R. 
o Auditor did not observe ending inventory. 
o Circumstances beyond the control of the entity. 


e Client imposed (may be Disclaimer or withdraw) 
o Client's records are inadequate. 
o Client refuses permission to contact Attorney. 
o Management will not sign Management 
Representation letter. 


If an auditor is unable to attend the year-end inventory count due to a minor automobile accident 
occurring on the drive to the client's offices on the evening of the count, a scope limitation 
requiring a qualified opinion will normally be the result (assuming the auditor cannot satisfactorily 
obtain evidence using alternative procedures). The report might appear as follows: 
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Scope Limitation - Qualified Opinion (Material but not Pervasive - Before) 


INDEPENDENT AUDITOR'S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements (Intro) 


We have audited the accompanying financial statements of X Company, which comprise the balance 
sheet as of December 31, 20X1, and the related statements of income and changes in stockholders’ 
equity for the year then ended, and the related notes to the financial statements. 


Management's Responsibility for the Financial Statements 


Management is responsible for the preparation and fair presentation of these financial statements in 
accordance with accounting principles generally accepted in the United States of America; this includes 
the design, implementation, and maintenance of internal control relevant to the preparation and fair 
presentation of financial statements that are free from material misstatement, whether due to fraud or 
error. 


Auditor's Responsibility 


Our responsibility is to express an opinion on these financial statements based on our audit. We 
conducted our audit in accordance with auditing standards generally accepted in the United States of 
America. Those standards require that we plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free of material misstatement. 


An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in 
the financial statements. The procedures selected depend on the auditor's judgment, including the 
assessment of risks of material misstatement of the financial statements, whether due to fraud or error. 
In making those risk assessments, the auditor considers internal control relevant to the entity's 
preparation and fair presentation of the financial statements in order to design audit procedures that are 
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness 
of the entity's internal control. Accordingly, we express no such opinion. An audit also includes 
evaluating the appropriateness of accounting policies used and the reasonableness of significant 
accounting estimates made by management, as well as evaluating the overall presentation of the 
financial statements. 


We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for 
our Qualified audit opinion. 


Basis for Qualified Opinion 


We could not observe the taking of the physical inventory as of December 31, 20X1 due to 
circumstances unrelated to the client, and we were unable to satisfy ourselves regarding 
inventory quantities by means of other auditing procedures. Inventory amounts as of December 
31, 20X1 also enter into the determination of net income and cash flows for the year ended 
December 31, 20X1. 


Qualified Opinion 

In our opinion, except for the possible effects of the matter described in the Basis for Qualified 
Opinion paragraph, the financial statements referred to above present fairly, in all material respects, the 
financial position of X Company as of December 31, 20X1, and the results of its operations and its cash 
flows for the year then ended in conformity with U.S. generally accepted accounting principles. 


Notice that the qualification in the opinion paragraph is based on the possible effects on the F/S 
and does not refer to the omitted procedures themselves. Also note that, as in all qualified 
opinions, a Basis for Qualified Opinion paragraph must appear before the opinion to explain the 
reasons for the alteration of the opinion. 
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Limited Reporting Engagements - Client asks auditor to report on only one F/S and not the 
others. This is acceptable and is not considered a scope limit. 


On occasion, a client will not require a complete set of F/S to be audited but will only be presenting 
a balance sheet. So long as the auditor is permitted to examine any evidence that the auditor 
chooses, this does not constitute any type of scope limitation. Also, the omission of the statement 
of cash flows in this circumstance is not a departure from GAAP, since the client is not presenting 
an income statement and, thus, is not purporting to present the results of operations. Finally, it is 
not considered a piecemeal opinion, since it covers an entire financial statement and not merely 
an individual account. 


This type of engagement is known as a limited reporting engagement, and so long as the auditor 
completes an audit and is satisfied with the fair presentation of the balance sheet, an unmodified 
opinion will be issued. 


Limited Reporting Engagement - Opinion on Balance Sheet Only 


INDEPENDENT AUDITOR'S REPORT 
[Appropriate Addressee] 
Report on the Financial Statement (Intro) 


We have audited the accompanying balance sheet of X Company as of December 31, 20X1, and the 
related notes to the balance sheet. 


Management's Responsibility for the Financial Statements 


Management is responsible for the preparation and fair presentation of this financial statement in 
accordance with accounting principles generally accepted in the United States of America; this includes 
the design, implementation, and maintenance of internal control relevant to the preparation and fair 
presentation of the financial statement that is free from material misstatement, whether due to fraud or 
error. 


Auditor's Responsibility 


Our responsibility is to express an opinion on the financial statement based on our audit. We 
conducted our audit in accordance with auditing standards generally accepted in the United States of 
America. Those standards require that we plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free of material misstatement. 


(Other 2 Auditor Responsibility paragraphs are standard) 
Opinion 


In our opinion, the financial statement referred to above presents fairly, in all material respects, the 
financial position of X Company as of December 31, 20X1, in accordance with accounting principles 
generally accepted in the United States of America. 
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Lecture 6.07 - Adverse, Disclaimer, Comparative Financial 
Statements 


Adverse Opinion (Before) 


An adverse opinion is rare and would result from a departure from GAAP that is both material and 
pervasive. It may be in the form of an application of accounting principles with which the auditor 
does not agree, inadequate disclosure, or an unreasonable accounting estimate. A Basis for an 
Adverse Opinion paragraph would be included before the opinion paragraph, which would be 
entitled Adverse Opinion. Anytime the auditor feels the statements are false, fraudulent, deceptive, 
or misleading, the auditor always has the option of withdrawing from the engagement. 


Adverse Opinion (Material and Pervasive Misstatements - Before) 


INDEPENDENT AUDITOR'S REPORT 
Addressee 
Report on the Financial Statements (Intro) 
-Standard Introductory Paragraph 
Management's Responsibility for the Financial Statements 
-Standard Paragraph 
Auditor's Responsibility 
-Standard Paragraph except the last paragraph will be modified to read: 


We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our adverse 
audit opinion. 


Basis for Adverse Opinion 


As discussed in Note X to the financial statements, the Company carries its property, plant, and 
equipment accounts at appraisal values, and provides depreciation on the basis of such values. 
Further, the Company does not provide for income taxes with respect to differences between financial 
statement income and taxable income arising because of the use, for income tax purposes, of the 
installment method of reporting gross profit from certain types of sales. U.S. Generally Accepted 
Accounting Principles require that property, plant, and equipment be stated at an amount not in 
excess of cost, reduced by depreciation based on such amount and that deferred income taxes be 
provided. 


Adverse Opinion 


In our opinion, because of the significance of the matter discussed in the Basis for Adverse Opinion 
paragraph, the financial statements referred to above do not present fairly the financial position of X 
Company as of December 31, 20X1, or the results of their operations or their cash flows for the year then 
ended. 


Disclaimer of Opinion (Before) 


If the auditor is unable to observe inventory, for example, because the client refused to allow the 
auditor to do so, this may constitute an interference that is so serious as to make the work 
performed not constitute a valid audit and, thus, require a disclaimer of opinion. A Disclaimer may 
result from a very material and pervasive Scope limitation or a very material and pervasive 
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Uncertainty. The report might appear as follows: 


Disclaimer of Opinion (Material and Pervasive - Before) 


INDEPENDENT AUDITORS REPORT 


[Appropriate Addressee] 
Report on the Financial Statements (Intro) 


We were engaged to audit the accompanying financial statements of X Company, which comprise the 
balance sheet as of December 31, 20X1, and the related statements of income, changes in stockholders’ 
equity, and cash flows for the year then ended, and the related notes to the financial statements. 


Management's Responsibility for the Financial Statements 


Management is responsible for the preparation and fair presentation of these financial statements in 
accordance with accounting principles generally accepted in the United States of America; this includes 
the design, implementation, and maintenance of internal control relevant to the preparation and fair 
presentation of financial statements that are free from material misstatement, whether due to fraud or 
error. 


Auditor's Responsibility 


Our responsibility is to express an opinion on these financial statements based on conducting the audit 
in accordance with auditing standards generally accepted in the United States of America. 
Because of the matter described in the Basis for Disclaimer of Opinion paragraph, however, we 
were not able to obtain sufficient appropriate audit evidence to provide a basis for an audit 
opinion. 


(Omit next 2 paragraphs - definition of Audit and “we believe...”) 


Basis for Disclaimer of Opinion 


We could not observe the taking of the physical inventory as of December 31, 20X1, due to the 
refusal of the client to permit our presence, and we were unable to satisfy ourselves regarding 
inventory quantities by means of other auditing procedures. 


Disclaimer of Opinion (Opinion) 


Because of the significance of the matter described in the Basis for Disclaimer paragraph, we have 
not been able to obtain sufficient audit evidence to provide a basis for an audit opinion. 
Accordingly, we do not express an opinion on these financial statements. 


A disclaimer may cover only some of the F/S, with an opinion expressed on others. For example, if 
the auditor was unable to obtain evidence regarding beginning inventory, but was able to verify 
ending inventory, an unmodified opinion might be issued on the balance sheet as of the ending 
date, with a disclaimer on the other statements that cover the entire year. 


When an auditor has decided to disclaim an opinion on a F/S, the disclaimer applies to all of the 
individual accounts on that statement. The auditor may not express an opinion on any of the 
individual accounts, because this would tend to overshadow the disclaimer. (It is also not 
acceptable to express an opinion on an individual account when issuing an adverse opinion on the 
statement as a result of an extreme GAAP departure.) Such a violation is known as a piecemeal 
Opinion. 
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Lack of Independence 


If the auditor lacks independence - 1 paragraph (Do not include reasons.) 
e Nointro or other paragraphs; no basis paragraph. 
e Disclaimer - “we do not express an opinion” 
e Do not give reasons for lack of independence. 


Comparative financial statements 


When the F/S of the previous year are shown alongside those of the current year, the reporting 
requirements vary depending on the circumstances. If the auditor of the current year also audited 
the previous year, then the report will simply be updated so that both years are included in the 
audit report. The standard report on comparative statements is virtually identical to that of single 
period statements, except for the minor changes needed to refer to both years. The report date 
should be the completion of fieldwork. 


Comparative - Standard Unmodified 


INDEPENDENT AUDITOR'S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements (Introductory) 


We have audited the accompanying consolidated financial statements of ABC Company and its 
subsidiaries, which comprise the consolidated balance sheets as of December 31, 20X1 and 20X0, and the 
related consolidated statements of income, changes in stockholders’ equity, and cash flows for the years 
then ended, and the related notes to the financial statements. 


Management's Responsibility for the Financial Statements 
-Standard Paragraph 

Auditor's Responsibility 

-Standard Paragraph 

Opinion 


In our opinion, the consolidated financial statements referred to above present fairly, in all material 
respects, the financial position of ABC Company and its subsidiaries as of December 31, 20X1 and 20X0, 
and the results of their operations and their cash flows for the years then ended in accordance with 
accounting principles generally accepted in the United States of America. 


When reporting on comparative F/S, the auditor is required to perform procedures in addition to 
those required when reporting on F/S for a single period. The auditor will make a determination as 
to whether the comparative F/S are presented in accordance with the requirements of the AFRF. 
The auditor will also determine if: 

e The comparative F/S and disclosures agree with those reported in the prior period or they 
have been restated to correct a departure in the prior period or they have been 
retroactively adjusted for a change in accounting principle; and 

e The accounting principles and policies applied in the comparative F/S and disclosures are 
consistent with those applied in the current period or that there has been a change in 
accounting principles that has been properly accounted for and disclosed. 
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During the current period’s engagement, the auditor may become aware of a material 
misstatement in the comparative F/S. Upon performing procedures to determine if, in fact, sucha 
misstatement does exist, and the comparative F/S are restated, the auditor should determine that 
the comparative F/S agree with the restated F/S. 


When reporting on comparative F/S, the auditor will obtain management representations for all 
periods referred to in the report. 


Prior Period Examined by us (Qualified X2, Unmodified X1) 


INDEPENDENT AUDITOR'S REPORT 
[Appropriate Addressee] 


Report on the Financial Statements (Intro) 


We have audited the accompanying financial statements of ABC Company, which comprise the balance sheets 
as of December 31, 20X1 and 20X0, and the related statements of income, changes in stockholders’ equity, and 
cash flows for the years then ended, and the related notes to the financial statements. 


Management's Responsibility for the Financial Statements 
-Standard Paragraph 
Auditor's Responsibility 


-Standard Paragraph 


Basis for Qualified Opinion 


The Company has excluded, from property and debt in the accompanying 20X1 balance sheet, certain 
lease obligations that were entered into in 20X1 which, in our opinion, should be capitalized in 
accordance with accounting principles generally accepted in the United States of America. If these lease 
obligations were capitalized, property would be increased by $XXX, long-term debt by $XXX, and 
retained earnings by $XXX as of December 31, 20X1, and net income and earnings per share would be 
increased (decreased) by $XXX and $XXX, respectively, for the year then ended. 


Qualified Opinion 


In our opinion, except for the effects on the 20X1 financial statements of not capitalizing certain lease 
obligations as described in the Basis for Qualified Opinion paragraph, the financial statements referred to 
above present fairly, in all material respects, the financial position of ABC Company as of December 31, 20X1 
and 20X0, and the results of its operations and its cash flows for the years then ended in accordance with 
accounting principles generally accepted in the United States of America. 


In some cases, the auditor's opinion on the previous year will be different than the opinion 
expressed on those statements in the earlier report. One example might be if the previous 
opinion was qualified due to inadequate disclosure of a lawsuit, and the lawsuit was settled during 
the current year (or the client agrees to disclose the suit in the notes to the current comparative 
F/S). 


When the auditor's opinion has changed, the opinion will reflect the current situation, but an 
other-matter paragraph will refer to the earlier report indicating: 
e The date of the previous report; 
e The type of opinion previously expressed; 
e Substantive reasons for the different opinion; and 
e An indication that the auditor's opinion on the amended F/S differs from the previous 
opinion. 
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Prior Period NOT Examined by us (Predecessor Auditor) 


When a predecessor auditor examined the F/S of the earlier year, the successor's comparative 
report of the current year can only express an opinion on the current year since that is the only 
year the successor audited. There are two ways of handling the earlier year: 
1. The predecessor's report can be reissued and included along with the successor's audit 
report, or 
2. The successor can reference the predecessor's earlier report in an “other-matter 
paragraph.” 


If the first alternative is chosen, the predecessor must: 
o Compare the F/S that they reported on with their presentation in the current 
comparative form. 
o Obtain a representation letter from the successor auditor. 


As long as the successor has not informed the predecessor of any reason for revision of the 
original report, the predecessor will simply reissue the original report with the original report 
date. If the successor is aware of any such reason, they should arrange for a three-way meeting 
(including the client) to discuss the appropriateness of the predecessor applying certain 
procedures to verify the need for changes. Any revisions would result in the predecessor's report 
being dual-dated to refer to any new information obtained. 


If the second alternative is chosen, the successor will issue a standard unmodified report and add 
an other-matter paragraph after the opinion paragraph with reference to the predecessor's 
previous report date, opinion, and reasons for any qualification of the opinion or inclusion of an 
explanatory paragraph by the predecessor in that report. If the predecessor has issued a different 
opinion on amended F/S, the other-matter paragraph should indicate so. The predecessor's name 
must not be included in the successor's report when the predecessor's report is not being 
reissued. 


If predecessor auditor reissues report: 
e Read F/S. 
e Obtain Representation letter from successor auditor and client. 
e Ifno adjustment to P/Y F/S, use original report date. 
e If restate P/Y F/S, dual-date report. 


If predecessor auditor Does NOT agree to reissue report: 
e “Other-matter paragraph” 
o Prior period audited by other auditors 
o Date of predecessor's report 
o Type of opinion 
o If modified opinion, the reasons why modified 


A comparative report in which a predecessor examined the preceding year and has ceased 
operations (e.g., Arthur Anderson) must state that the predecessor has ceased operations. 


If no audit, review, or compilation was performed in relation to prior-period F/S that are presented 
on a comparative basis with the current period’s audited F/S, those F/S should clearly indicate their 
status. The report will include an other-matter paragraph that will indicate that the auditor did not 
audit, review, or compile those F/S and that the auditor does not assume any responsibility for 
them. 
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Comparative F/S - Prior Period NOT Examined by us (Predecessor Auditor) 


Other Matter (After) 


The financial statements of ABC Company for the year ended December 31, 20X1, were audited by another 
auditor who expressed an unmodified opinion on those statements on March 16, 20X2. 


Different Levels of Service 


In some cases, an auditor will audit the current period's F/S while the prior period's statements 
were reviewed or compiled. When that is the case, if the report on the prior period's F/S is not 
reissued, the auditor will provide an other-matter paragraph in the current period’s audit report. 
It will indicate: 

e The service performed in the prior period. 

e The date of the report on that service. 

e Adescription of any material modifications noted in the report. 


Current Year Audited, Prior Year Reviewed (Other-Matter paragraph - After) 


Other Matter 

The 20X1 financial statements were reviewed by us (other accountants) and our (their) report thereon, dated 
March 1, 20X2, stated we (they) were not aware of any material modifications that should be made to those 
statements for them to be in conformity with U.S. Generally Accepted Accounting Principles. A review is 
substantially less in scope than an audit and does not provide a basis for the expression of an opinion on the 
financial statements taken as a whole. 


Current Year Unaudited, Prior Year Audited (Other-Matter Paragraph - After) 


Other Matter 

The financial statements for the year ended December 31, 20X1, were audited by us (other accountants) and 
we (they) expressed an unmodified opinion on them in our (their) report dated March 1, 20X2, but we (they) 
have not performed any auditing procedures since that date. 
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Lecture 6.09 - Audit Reports - Class Questions 


1. Which of the following statements is a basic element of the auditor's standard report? 


a. The disclosures provide reasonable assurance that the financial statements are free of 
material misstatement. 
The auditor tested the overall internal control. 

c. An audit includes evaluating the reasonableness of significant estimates made by 
management. 

d. The financial statements are consistent with those of the prior period. 


2. | Which paragraphs of an auditor's standard report on financial statements of a nonissuer 
should refer to auditing standards generally accepted in the U.S. and Principles generally 
accepted in the U.S.? 


Auditing standards Principles 
generally generally 
accepted in the U.S. accepted in the U.S. 
a. Intro (report on F/S) Managements Responsibility 
b. Management's Responsibility Auditor's Responsibility 
c. Auditor's Responsibility Opinion 
d. Intro Opinion 
3. In which paragraph of a standard unmodified report is a disclaimer on internal control 
mentioned? 
a. Report on the Financial Statements (Intro) 
b. Management's Responsibility for the Financial Statements 
c. Auditor's Responsibility 
d. Opinion 


4. Green, CPA, concludes that there is substantial doubt about JKL Co.'s ability to continue as a 
going concern. If JKL’s financial statements adequately disclose its financial difficulties, 
Green's auditor's report should 


Include an 
emphasis of a 
matter paragraph Specifically Specifically 
following the use the words use the words 
opinion paragraph “going concern” “substantial doubt” 
a. Yes Yes Yes 
b. Yes Yes No 
C. Yes No Yes 
d. No Yes Yes 


5. For which of the following events would an auditor issue a report that omits any reference to 
consistency? 


a. Achange in the method of accounting for inventories. 

b. Achange from an accounting principle that is not generally accepted to one that is 
generally accepted. 

A change in the useful life used to calculate the provision for depreciation expense. 
d. Management's lack of reasonable justification for a change in accounting principle. 


A 
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6. Under which of the following circumstances would a disclaimer of opinion not be 
appropriate? 


a. The auditor is unable to determine the amounts associated with an employee fraud 
scheme. 

b. Management does not provide reasonable justification for a change in accounting 
principles. 

c. The client refuses to permit the auditor to confirm certain accounts receivable or apply 
alternative procedures to verify their balances. 

d. The chief executive officer is unwilling to sign the management representation letter. 


7. An auditor concludes that a client's illegal act, which has a material effect on the financial 
statements, has not been properly accounted for or disclosed. Depending on the materiality 
of the effect on the financial statements, the auditor should express either a(n) 


Adverse opinion or a disclaimer of opinion. 

Qualified opinion or an adverse opinion. 

c. Disclaimer of opinion or an unmodified opinion with a separate explanatory 
paragraph. 

d. Unmodified opinion with a separate explanatory paragraph or a qualified opinion. 


omy 


8. When an auditor qualifies an opinion in an audit of an issuer under PCAOB because of 
inadequate disclosure, the auditor should describe the nature of the omission in the 


Opinion on the Financial Basis for Opinion 
Statements Section Section 
a. No No 
b. No Yes 
c. Yes Yes 
d. Yes No 


9. Park, CPA, was engaged to audit the financial statements of Tech Co., a new client, for the 
year ended December 31, 20X1. Park obtained sufficient audit evidence for all of Tech's 
financial statement items except Tech's opening inventory. Due to inadequate financial 
records, Park could not verify Tech's January 1, 20X1 inventory balances. Park's opinion on 
Tech's 20X1 financial statements most likely will be 


Balance Income 

sheet statement 

a. Disclaimer Disclaimer 

b. Unmodified Disclaimer 
C. Disclaimer Adverse 
d. Unmodified Adverse 
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10. When auditing group financial statements and the auditor decides to prepare a “shared 


responsibility opinion” report with the component auditor, which of the following paragraphs 
are adjusted? 


Auditor 
responsibility Opinion 
paragraph paragraph 
a. No Yes 
b. Yes Yes 
c. No No 
d. Yes No 


11. A scope limitation sufficient to preclude an unmodified opinion always will result when 


management 
a. Prevents the auditor from reviewing the working papers of the predecessor auditor. 
b. Engages the auditor after the year-end physical inventory is completed. 
c. Requests that certain material accounts receivable not be confirmed. 
d. Refuses to acknowledge its responsibility for the fair presentation of the financial 


statements in conformity with GAAP. 


12. An auditor should disclose the reasons for expressing an adverse opinion in a “Basis for 
Adverse Opinion” paragraph which is located where in the audit report? 


Preceding the auditor's responsibility paragraph. 
Preceding the opinion paragraph. 

Following the opinion paragraph. 

Within the notes to the financial statements. 


angoow 
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Class Solutions 


1. (c) Inthe Auditor's Responsibility paragraph, it mentions that an auditor evaluates the 
appropriateness of accounting policies used and the reasonableness of significant accounting 
estimates made by management. The report does not specifically mention the disclosures, 
nor do they provide assurance (a). The auditor does not test overall control, but only those 
controls that the auditor intends to rely upon (b). The report only mentions consistency 
when there is a lack of it. Consistency is implied, rather than being explicitly stated in the 
report (d). 


2. (c) The auditor is required to perform the engagement in accordance with generally accepted 
auditing standards, which is stated in the auditor's responsibilities paragraph. The audit 
enables the auditor to express an opinion as to whether the financial statements were 
prepared in accordance with the applicable financial reporting framework, commonly 
accounting principles generally accepted in the United States of America. This is indicated in 
the opinion paragraph. 


3. (c) The auditor's responsibility paragraph states that the auditor considers internal control 
relevant to the entity's preparation and fair presentation of the financial statements in order 
to design audit procedures that are appropriate in the circumstances. It also states that it is 
not for the purpose of expressing an opinion, and accordingly, no such opinion is expressed. 


4. (a) When an uncertainty exists raising substantial doubt as to an entity's ability to continue as 
a going concern, as long as it is properly disclosed, the auditor will not qualify the opinion but 
will draw attention to the issue by including an emphasis-of-matter paragraph following the 
opinion paragraph, indicating the footnote in which the uncertainty is disclosed. To make 
certain that there is no misunderstanding, the paragraph is required to use the words “going 
concern” and “substantial doubt”. 


5. (c) Consistency is implicit in the auditor's report, which, makes no mention of it when the 
financial statements have been prepared in a consistent manner. The financial statements 
would not have been consistently prepared whenever there is a change in accounting 
principles, including a change in the method of accounting for inventories (a), a change from 
an unacceptable principle to an acceptable one (b), or a change that management cannot 
reasonably justify (d). A change in the useful life of a depreciable asset is a change in 
accounting estimate, which does not affect consistency. 


6. (b) The inability of an auditor to determine the amounts associated with employee fraud (a), 
the client refusing to permit the auditor to confirm certain accounts receivable or apply 
alternative procedures (c), and the unwillingness of the chief executive officer to signa 
management representation letter (d) all represent scope limitations. Depending on the 
materiality, a qualified opinion or a disclaimer of opinion may be issued. If management 
does not provide reasonable justification for a change in accounting principles, it represents 
a departure from GAAP, which, depending on materiality would require the auditor to issue a 
qualified opinion or an adverse opinion, but not a disclaimer. 


7. (b) Improperly accounting for a material illegal act and not disclosing it, represents 
departures from GAAP. As a result, depending on materiality, the auditor's will either issue a 
qualified opinion or an adverse opinion. A disclaimer of opinion is only issued as a result of a 
significant scope limitation, not a departure from GAAP. 
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8. (d) Inadequate disclosure represents a departure from GAAP, which would require the 
auditor to issue either a qualified or adverse opinion depending on the circumstances. When 
the auditor expresses a qualified opinion, the substantive reasons for the qualification should 
be disclosed in a separate paragraph(s) immediately following the opinion paragraph within 
the Opinion on the Financial Statements section. There is no impact on the information in the 
Basis for Opinion paragraph, which primarily indicates the role and responsibilities of the 
auditor. 


9. (b) If Park is unable to obtain satisfaction as to the opening balances of inventory, the value 
of cost of goods sold cannot be verified and would result in a qualified opinion or a 
disclaimer of opinion on the income statement. The beginning inventory does not affect the 
amount reported as ending inventory. As a result, Park would be able to express an 
unmodified opinion on the ending balance sheet. 


10. (b) When an auditor is auditing group financial statements, having component auditors 
responsible for portions of the audit, the group auditor may indicate the shared 
responsibility in the auditor's report. If the group auditor decides to do so, the paragraph 
indicating the auditor's responsibility will mention the division of responsibility, including the 
dollar amount or percent audited by the component auditor. The opinion paragraph would 
also be modified to indicate that the opinion is based on the group auditor's audit as well as 
the audit of the other auditors. 


11. (d) Preventing the auditor from reviewing the working papers of the predecessor auditor (a), 
engaging the auditor after completion of the year-end physical inventory (b), and requesting 
that material accounts receivable not be confirmed (c) are all scope limitations that may 
preclude an unmodified opinion, unless the auditor is able to obtain sufficient appropriate 
audit evidence in relation to those matters by applying alternative procedures. 
Management's refusal to acknowledge responsibility for fair presentation of the financial 
statements in conformity with GAAP is a limitation for which there are no alternate 
procedures and would always preclude issuance of an unmodified opinion. 


12. (b) Whenever a qualified, adverse, or disclaimer of opinion is expressed, the reasons for the 
report modification are included in a paragraph, immediately preceding the opinion 
paragraph., indicating the basis for the modification. 
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Task-Based Simulation 1 
1 — 
The Uniorm [I] | =|? oe 
CPA Examination 


Items 1 through 7 present various independent factual situations an auditor might encounter in 
conducting an audit. List A represents the types of opinions the auditor ordinarily would issue and 
List B represents the report modifications (if any) that would be necessary. For each situation, 
select one response from List A and one from List B. Select as the best answer for each item, the 
action the auditor normally would take. The types of opinions in List A and the report modifications 
in List B may be selected once, more than once, or not at all. 
Assume: 
e The auditor is independent. 
e The auditor previously expressed an unmodified opinion on the prior year's financial 
statements. 
e Only single-year (not comparative) statements are presented for the current year. 
e The conditions for an unmodified opinion exist unless contradicted in the factual 
situations. 
e The conditions stated in the factual situations are material. 
e Noreport modifications are to be made except in response to the factual situation. 


Items to be answered: 


1. In auditing the long-term investments account, an auditor is unable to obtain audited financial 
statements for an investee located in a foreign country. The auditor concludes that sufficient 
appropriate audit evidence regarding this investment cannot be obtained. 


2. Due to recurring operating losses and working capital deficiencies, an auditor has substantial 
doubt about an entity's ability to continue as a going concern for a reasonable period of time. 
However, the financial statement disclosures concerning these matters are adequate. 


3. Aprincipal auditor decides to take responsibility for the work of another CPA who audited a 
wholly-owned subsidiary of the entity and issued an unmodified opinion. The total assets and 
revenues of the subsidiary represent 17% and 18%, respectively, of the total assets and 
revenues of the entity being audited. 


4. An entity issues financial statements that present financial position and results of operations 
but omits the related statement of cash flows. Management discloses in the notes to the 
financial statements that it does not believe the statement of cash flows to be a useful financial 
statement. 


5. An entity changes its inventory valuation method from FIFO to LIFO. The auditor concurs with 
the change although it has a material effect on the comparability of the entity's financial 
statements. 


6. An entity is a defendant in a lawsuit alleging infringement of certain patent rights. However, 
the ultimate outcome of the litigation cannot be reasonably estimated by management. The 
auditor believes there is a reasonable possibility of a significantly material loss, but the lawsuit 
is adequately disclosed in the notes to the financial statements. 
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7. An entity discloses in the notes to the financial statements certain lease obligations. The 
auditor believes that the failure to capitalize these leases is a departure from generally 
accepted accounting principles. 


List A 


List B 


Types of Opinions 


Report Modifications 


a disclaimer of opinion 


A An "except for" qualified Describe the circumstances in an explanatory 
opinion paragraph preceding the opinion paragraph 
Be An unimodifiedopinion without modifying the opinion paragraph. 
a Describe the circumstances in an emphasis-of- 
C An adverse opinion matter paragraph following the opinion 
D A disclaimer of opinion paragraph without modifying the other 
E Either an "except for" paragraphs. 
qualified opinion or an Describe the circumstances in an other-matter 
adverse opinion paragraph following the opinion paragraph 
F Either a disclaimer of opinion without modifying the other paragraphs. 
or an “except for” qualified Describe the circumstances in a basis-for- 
opinion modification paragraph preceding the opinion 
G Either an adverse opinion or paragraph and modify the opinion paragraph. 


Describe the circumstances in an emphasis-of- 
matter paragraph following the opinion 
paragraph and modify the opinion paragraph. 
Describe the circumstances in a basis-for- 
modification paragraph preceding the opinion 
paragraph and modify the introductory and 
opinion paragraphs. 

Describe the circumstances in an emphasis-of- 
matter paragraph following the opinion 
paragraph and modify the introductory and 
opinion paragraphs. 

Describe the circumstances within the 
introductory paragraph without adding any 
additional paragraphs. 


Describe the circumstances within the opinion 
paragraph without adding any additional 
paragraphs. 


Describe the circumstances within the 
introductory and opinion paragraphs without 
adding any additional paragraphs. 


Issue the standard auditor's report without 
modification. 
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Task-Based Simulation Solution 1 


1. FK 


The inability to obtain sufficient appropriate audit evidence is a scope limitation. We 
know that the long-term investment is material. We do not, however, know if it is so 
material that a material misstatement would also result in a material misstatement to 
the financial statements taken as a whole. At a minimum, we will issue a qualified 
opinion since we cannot express an opinion about an item that is material to the 
financial statements. If it is pervasive, however, we would not be able to express an 
opinion on the financial statements taken as a whole and would issue a disclaimer. 
Either of these represents a modification of the opinion paragraph, which would be 
preceded by a paragraph entitled either “Basis for Qualification” or “Basis for 
Disclaimer of Opinion,” as appropriate. 


As long as an entity properly discloses a substantial doubt about its ability to continue 
as a going concern, the auditor will issue a report with an unmodified opinion. Due to 
the significance of a going concern doubt, however, the auditor is required to draw 
attention to it. This will be done by including an emphasis-of-matter paragraph, which 
always immediately follows the opinion paragraph. 


When an auditor decides to take responsibility for the work of another auditor, there 
should be no indication in the audit report that any portion of the financial statements 
was audited by another auditor. Neither the opinion nor any of the other paragraphs 
are modified since the auditor was able to obtain sufficient appropriate audit evidence 
and there were apparently no material misstatements. 


The omission of the statement of cash flows is a violation of GAAP and would result in a 
qualified opinion. Its omission does not, however, cause the remaining financial 
statements to be materially misstated and, as a result, an adverse opinion would not 
be appropriate. Since the introductory paragraph names the financial statements that 
are being audited, it will have to be modified to omit mention of the statement of cash 
flows. A basis for modification paragraph is required for any modified opinion, which 
would be before the opinion paragraph. In addition, the opinion paragraph is modified 
to indicate the qualification and to eliminate the reference to cash flows. 


A user assumes financial statements were prepared in a manner consistent with the 
previous year unless the auditor's report indicates otherwise. Since the auditor 
concurs with the change in accounting principles and since there is no indication that it 
was not accounted for and disclosed properly, there is no basis for a modified opinion. 
The auditor will alert users to the inconsistency with an emphasis-of-matter paragraph, 
which always immediately follows the opinion paragraph. 


When the entity has a loss contingency that is reasonably possible, it is required to be 
disclosed but not accrued. If it is adequately disclosed, there is no basis for modifying 
the auditor's opinion and an unmodified opinion will be issued. Since it is material, 
however, the auditor will likely wish to bring it to the attention of users of the financial 
statements, which will be done by adding an emphasis-of-matter paragraph 
immediately following the opinion paragraph. 


If the auditor believes there is a violation of GAAP that the client refuses to correct, the 
auditor will issue a qualified opinion if the matter is material to the financial statements 
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but is not so material as to cause the financial statements taken as a whole to be 
materially misstated. If it is so material as to affect the fairness of the financial 
statements taken as a whole, an adverse opinion would be required. In either case, the 
opinion paragraph would be modified and a basis-for-modification paragraph will be 
added immediately before the opinion paragraph. 


Task-Based Simulation 2 
, 1_— 
Theunitorm BE m=? amr 
CPA Examination 


Arnold Co. changed its method of accounting for inventories from FIFO to the weighted average 
method. Billups, CPA, concurs with the change and has noted that it has been properly accounted 
for and is adequately disclosed in the financial statements. Billups is curious as to whether or not 
the report on the audited financial statements should be modified. 


1. Which title of Professional Standards addresses this issue & will be helpful in 
understanding whether or not the auditor's report should be modified under the 
circumstances? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation 3 


The Uniform ? Sell 
CPA Examination 2 


Richard Fellows, CPA, is preparing a report on current period financial statements that are being 
presented in comparative form with the prior year’s financial statements. The prior year's 
statements were audited by another CPA. The predecessor's report, which is not being reissued, 
included a qualified opinion. Richard is trying to determine how, if at all, the report on the current 
period's financial statements should be modified. 


1. Which title of Professional Standards addresses this issue & will be helpful in 
understanding the auditor's reporting responsibilities in these circumstances? 


2. Enter the exact section and paragraph with helpful information. 
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The Uniform P M, 
CPA Examination i 


In the current year, AB Corp, a publicly-held company, realized that it had incorrectly accounted for 
certain derivative instruments in the preceding period. As a result, they made an adjusting entry to 
correct the prior period’s financial statements, presented on a comparative basis with the current 
period's financial statements. The correction was properly accounted for and adequately 
disclosed. The auditor, Wald, CPA, knows he needs to add an explanatory paragraph but isn’t sure 
what it should include. 


BO 


1. Which title of Professional Standards addresses this issue & will be helpful in 
understanding what must be included in the explanatory paragraph? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation Solution 2 
AU-C 708 .08 


Task-Based Simulation Solution 3 
AU-C 700 55 


Task-Based Simulation Solution 4 
PCAOB | AS2820 | Par.16 
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Statements on Standards for Accounting & 
Review Services (AR-C 60 - AR-C 120) 


Lecture 7.01 - Association with Financial Statements & 
SSARS Engagements 


Association With Financial Statements 


When a CPA is associated with a client’s financial statements, there are numerous types of 
engagements that may be entered into. The nature of the engagement will determine which 
standards the CPA must be in compliance with. When associated with the financial statements of a 
publicly-held entity, the accountant will follow the requirements of the Public Company 
Accounting Oversight Board (PCAOB). 


When the CPA is associated with the financial statements of a nonpublic, nongovernmental 
entity: 

e The accountant may be engaged to audit financial statements, in which case the 
accountant will follow Generally Accepted Auditing Standards (GAAS) in the form of the 
clarified Statements on Auditing Standards (clarified SAS) issued by the Auditing Standards 
Board (ASB) of the AICPA. 

e The accountant may be engaged to review the financial statements, in which case the 
accountant will follow Statements on Standards for Accounting and Review Services 
(SSARS) issued by the Accounting and Review Services Committee (ARSC) of the AICPA. 

e The accountant may be engaged to compile the financial statements, in which case the 
accountant will also follow SSARS. 

e The accountant may be engaged to prepare financial statements, in which case the 
accountant will also follow SSARS. 

o The accountant may be engaged to perform bookkeeping for a client, as a result of 
which financial statements may be prepared. The preparation of financial 
statements, under those circumstances, is part of the bookkeeping engagement, 
not a SSARS engagement. 

o In order fora financial statement preparation engagement to fall under SSARS, the 
client would specifically request that the accountant prepare the financial 
statements. 


In a SSARS engagement to prepare financial statements, the client selects the applicable financial 
reporting framework but the accountant takes responsibility for the preparation and fair 
presentation of the financial statements, not the client. 


Audits and reviews are considered attest engagements. An attest engagement is an engagement 
that requires independence as defined by the AICPA professional standards. In the professional 
literature, compilations sometimes are classified as attest engagements and sometimes not, since 
SSARS allows a CPA to perform a compilation when not independent provided certain 
requirements are met, including that the compilation report discloses the lack of independence. 
Thus, a compilation may be considered an attest engagement when the accountant is 
independent, but nonattest when the accountant lacks independence. For simplification purposes, 
we have labeled compilations as nonattest since they technically do not require independence. 
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Until this discrepancy is resolved within the standards, it is highly unlikely that the examiners will 
ask candidates whether compilations are attest engagements. 


Audits and reviews are also considered assurance engagements. An assurance engagement is an 
engagement in which the accountant is required to evaluate the accuracy or completeness of the 
information provided by management or otherwise gather evidence that will serve as a basis for a 
report in which the accountant expresses an opinion, in an audit, or a conclusion, in a review, on 
the information. Although a compilation is not an assurance engagement, a report is issued. A 
compilation report does not contain the expression of an opinion or conclusion, nor does it 
express any assurance. 


Preparation engagements are nonattest engagements as well as nonassurance engagements. 
Since it is a nonattest engagement, the accountant is not required to be independent to perform a 
preparation engagement. In addition, since it is a nonassurance engagement, the accountant is 
not required to verify the accuracy or completeness of the information nor does the accountant 
prepare a report. 


SSARS Engagements 


The AICPA authorized the issuance of Statements on Standards for Accounting & Review 
Services (SSARS), to apply to the work of accountants in connection with the financial statements 
of Nonissuer (nonpublic) clients (including individuals). Nonissuers are defined as all entities 
except for those defined in Section 3 of the Securities Exchange Act of 1934, the securities of which 
are registered under Section 12 of that Act, or that are required to file reports under Section 15(d), 
or that file or have filed a registration statement that has not yet become effective under the 
Securities Act of 1933, and that has not been withdrawn. 


All SSARS engagements are required to be performed in accordance with General Principles for 
Engagements Performed in Accordance With Statements on Standards for Accounting and Review 
Services (AR-C 60). These general principles are described in the following five categories: 

e Financial Statements 

e Ethical Requirements 

e Professional Judgment 

e Conduct of the Engagement in Accordance With SSARS 

e Engagement Level Quality Control 


Financial Statements 


The financial statements, or other historical or prospective financial information that is the subject 
of the SSARS engagement, are those of the entity, not the CPA performing the engagement 
(management's statements). Although the CPA is subject to the requirements of SSARS, SSARS do 
not impose any responsibilities on management. Nor do SSARS override any of the laws or 
regulations that govern management's responsibilities. 


Financial statements may be prepared in accordance with a general purpose framework, such as 
GAAP or IFRS, designed to meet the needs of a wide range of users. They may also be prepared in 
accordance with a special purpose framework, also often referred to as an OCBOA (Other 
Comprehensive Basis of Accounting), such as the tax basis, cash basis, a contractual or regulatory 
basis, or some other framework like FRF for SMEs (Financial Reporting Framework for Small to 
Medium Sized Enterprises). Regardless, it is management's responsibility to make certain that the 
financial statements are prepared and fairly presented in accordance with the applicable financial 
reporting framework. 
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The preparation and fair presentation of financial information requires management to exercise 
reasonable judgment when making accounting estimates or when selecting and applying 
accounting policies within the context of the applicable financial reporting framework. In addition, 
management is required to: 

e Identify the applicable financial reporting framework; 

e Prepare and fairly present the financial statements in accordance with that framework; and 

e Adequately describe the framework in the financial statements. 


Ethical Requirements 


The accountant is required to comply with all relevant ethical requirements, including those 
included in the AICPA Code of Professional Conduct as well as those imposed by state boards of 
accountancy or other applicable regulatory agencies. This entails compliance with the 
fundamental principles of professional ethics established by the Code. These include: 

e Responsibilities 

e The public interest 

e Integrity 

e Objectivity and independence 

e Due care 

e Scope and nature of services 


Professional Judgment 


Decisions are required to be made throughout a SSARS engagement and an informed decision can 
only be made by applying the accountant’s knowledge and experience to the facts and 
circumstances. Informed decisions may also require consultation with others and should lead to 
judgments that reflect applications of SSARS and accounting principles that are both competent and 
appropriate under the circumstances. 


Conduct of the Engagement in Accordance With SSARS 


Conducting an engagement in accordance with SSARS requires the accountant to be familiar with, 
and apply, all relevant AR-C sections. This includes not only the text of each relevant section but 
also the information provided in the section of the standards related to application and other 
explanatory material. 


In some cases, the accountant may be required to comply with requirements in addition to those 
of SSARS. This would be the case, for example, if laws or regulations imposed other requirements. 
e These requirements would be fulfilled in addition to any requirements included in relevant 
sections of SSARS. 
e Anengagement that complies only with the requirements of laws and regulations may not 
be in conformity with SSARS. 


The accountant may be engaged to compile or review financial statements in accordance with 
SSARS and some other set of standards, such as International Standards on Related Services 4410 
(Revised), Compilation Engagements; International Standards on Review Engagements 2400 
(Revised), Engagements to Review Historical Financial Statements; or other compilation or review 
standards imposed by a particular jurisdiction. 


It would be inappropriate to indicate, such as in a report, that an engagement was performed in 
accordance with SSARS unless all relevant sections of SSARS are complied with. Relevant sections 
include requirements that must be performed in every engagement and requirements that are 
only applicable if a certain condition exists. For example, 
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e Acertain circumstance may require an accountant to withdraw from a SSARS engagement, 
if possible, due to some condition, such as a discovery that the accountant is not 
independent. 

e This would not be a relevant requirement if laws or regulations prohibited the accountant 
from withdrawing from the engagement since withdrawal, under the circumstances, would 
not be possible. 


As is the case in auditing standards, SSARS impose two types of requirements. 

e Anunconditional requirement, associated with the word “must” or the phrase “is 
required to” is one for which there is no alternative. When it is relevant to an 
engagement, the accountant will have performed in conformity with standards only if the 
requirement is complied with. 

e Apresumptively mandatory requirement, associated with the word “should,” is also 
required to be complied with when relevant. In rare circumstances, however, the 
accountant may find it necessary to perform alternative procedures, such as when 
performance of the procedure presumptively required would likely be ineffective. In such 
cases, the accountant must document the reason for the departure and an indication of 
how the alternative procedures performed achieved the objectives of the presumptively 
mandatory requirement. 

o In addition to the specific relevant requirements of SSARS, the accountant should 
consider interpretive publications. 

o The fact that the accountant should consider interpretive publications establishes a 
presumptively mandatory requirement to consider the guidance in the 
publications, but does not to establish a requirement to apply it. 

o The accountant is, of course, not required to comply with guidelines in interpretive 
publications. They are nonauthoritative and, if the accountant intends to comply 
with their guidelines, the accountant should make certain that they do not 
contradict or reduce the effectiveness of actions taken to follow authoritative 
literature. 


Engagement Level Quality Control 


The engagement partner in a SSARS engagement is responsible for the overall quality of the 
engagement; its direction, planning, supervision, and performance; the appropriateness of the 
report, if any; and compliance with the firm's quality control policies and procedures, including 
those related to: 

e Client and engagement acceptance or continuance; 

e Ascertaining that the engagement team has the qualifications to perform the engagement 

competently; and 
e Engagement documentation. 


The engagement partner is also responsible for: 
e Identifying and communicating circumstances that may affect the client or engagement 
acceptance or continuance decision; and 
e Being aware of potential noncompliance with ethical requirements. 


Before accepting or continuing an engagement or a relationship with a client, the accountant 
should ascertain that: 

e All ethical requirements will be satisfied; 

e Reliable information needed to complete the engagement will be available; 

e There is no reason to doubt the client's integrity; 

e The financial reporting framework selected by management is acceptable; and 
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e Management has acknowledged responsibility for: 

o Selecting the financial reporting framework; 

o The design, implementation, and maintenance (DIM) of internal control relevant to 
financial reporting, although this would not be the case if the accountant decides to 
accept such responsibility, which could only occur if no assurance is being provided 
because accepting those responsibilities would be an example of an accountant 
assuming management responsibilities, which would impair the accountant's 
independence; 

Preventing and detecting fraud; 

Compliance with applicable laws and regulations; 

The accuracy and completeness of information provided by management; and 
Providing the accountant with access to all relevant information and to persons 
within the entity, as considered appropriate by the accountant. 


Oi -O “Or. -O 


©Roger CPA Review Page 7-5 


Section 7 Statements on Standards for Accounting & Review Services 


Lecture 7.02 - Preparation of Financial Statements 
Engagements (AR-C 70) 


An engagement to prepare financial statements is a nonattest/nonassurance engagement in which 
the accountant prepares financial statements in accordance with an applicable financial reporting 
framework on the basis of information provided by management. The accountant is not required 
to verify the accuracy or completeness of the information provided by management. In addition, 
since a preparation is a nonattest engagement, the accountant is not required to evaluate 
independence. 


These standards also apply when the accountant is engaged to prepare historical financial 
information other than financial statements. In such cases, the requirements are adapted, as 
appropriate. 


When a CPA is engaged to compile, review, or audit a client's financial statements or prospective 
financial statements, but the client has not prepared the financial statements and expects the CPA 
to do so, the CPA is actually involved in two related engagements: 
e There is a nonattest engagement, which is a form of bookkeeping engagement, to prepare 
the financial statements. 

o This engagement is not subject to SSARS. 

o While, on separate occasions, the accountant may be asked to perform two 
separate engagements in relation to the same financial statements, such as 
reviewed financial statements prepared for the client’s banker, and audited 
financial statements requested later as a result of a contract being entered into, the 
accountant would not have two SSARS engagements in relation to a single set of 
financial statements performed simultaneously. 

o The accountant is required to determine if independence is impaired under the 
AICPA Code of Professional Conduct. 

e There is a compilation or review engagement, which are also engagements subject to the 
requirements of SSARS. 

o If independence is not impaired, the accountant may perform either a review or a 
compilation. 

o If independence is impaired, the accountant may not perform a review and may 
only perform a compilation if certain requirements are adhered to. 


When a CPA is engaged to prepare financial statements that will not be compiled, reviewed, or 
audited, or, if they will be but that engagement will be performed by another CPA, the preparation 
engagement is a nonattest engagement that is subject to SSARS. 

e Since the engagement is not an attest engagement, nor will the accountant be performing 
an attest engagement, there is no requirement to evaluate independence. 

e |f, however, the accountant expects to perform services for the client that will require 
independence, such as when the CPA prepares quarterly financial statements but reviews 
or audits the annual statement, the accountant will wish to make certain that the 
independence related requirements of the Code are complied with. 

In certain circumstances, an accountant may be engaged to prepare historical financial statements, 
other historical financial information, or prospective financial information in an engagement that is 
not required to be performed in accordance with SSARS. These other nonattest engagements 
include: 

e Information that is solely for submission to a taxing authority; 

e Information to be included in a written personal financial plan prepared by the accountant; 
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e Information to be used in conjunction with litigation services that involve pending or 
potential legal or regulatory proceedings; or 
e Information prepared in conjunction with business valuation services. 


Requirements in a Preparation Engagement 


As is true of all SSARS engagements, an accountant engaged to prepare financial statements for a 
client is required to adhere to the General Principles for Engagements Performed in Accordance With 
SSARS (AR-C 60). In addition, there are specific requirements that apply to a preparation 
engagement. 


The accountant is required to reach an agreement with the client on the terms of the engagement, 
which should be documented in an engagement letter that is signed by both the client and the 
accountant's firm. The agreement should include: 
e That the objective of the engagement is for the accountant to prepare the financial 
statements in accordance with the applicable financial reporting framework; 
e Management's responsibilities, as indicated in AR-C 60; 
e The accountant’s responsibilities, which are to comply with the requirements of SSARS; 
e Limitations of an engagement to prepare financial statements 
e Identification of the applicable financial reporting framework; and 
e Whether certain conditions are expected to exist, such as: 
o A known departure from the applicable financial reporting framework; or 
o The omission of substantially all disclosures required by the applicable financial 
reporting framework. 
e Anagreement by management that each page of the financial statements will include a 
statement indicating that no assurance is provided; 


The accountant is not precluded from preparing a client’s financial statements when the client 
cannot, or will not, agree to include a statement that no assurance is provided on each page of the 
financial statements. As an alternative, the accountant will: 
e Issue a disclaimer, indicating the lack of assurance, that will accompany the financial 
statements; or 
e With the client's permission, compile the financial statements and issue a compilation 
report, or 
e Withdraw from the engagement. 


As indicated, the accountant is responsible for complying with all of the requirements of SSARS. 
The other specific performance requirements associated with a preparation engagement require 
the accountant to: 

e Have or obtain an understanding of the financial reporting framework that will be used in 
the preparation of the financial statements, including an understanding of any of the 
client's significant accounting policies. 

e Prepare the financial statements in accordance with the applicable financial reporting 
framework from the information provided by management. 

e Make certain that either every page of the financial statements has an indication that no 
assurance is being provided; or provide a disclaimer indicating the lack of assurance to 
accompany the financial statements; or compile the financial statements. 

e If the financial statements are being prepared in accordance with a special purpose 
framework, include a description of the applicable financial reporting framework, which 
may simply be a line in the title to the financial statements, such as “Statement of Assets 
and Liabilities - Tax Basis.” 
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e Discuss with management the implications of significant judgments affecting the financial 
statements that the accountant assisted in making such that the client can take 
responsibility for them. 

e Bring to the attention of management any indication that information provided for the 
preparation of the financial statements is incomplete, inaccurate, or otherwise 
unsatisfactory, requesting additional or corrected information. 

e Disclose any known material misstatements. 


The accountant may prepare financial statements that omit substantially all disclosures 
required by the applicable financial reporting framework, provided the omission was not for the 
purpose of misleading users. The omission should, however, be disclosed in the financial 
statements. 


As indicated, the accountant is not required to verify the accuracy or the completeness of the 
information from which the financial statements are prepared and, as a result, is neither expected 
to, nor responsible for the detection of material misstatements, whether due to error or fraud. 

The accountant may not, however, ignore information about which the accountant is aware. If, 
due to knowledge obtained by the accountant in another engagement for the same client, in an 
engagement for another client in the same industry, the accountant’s knowledge of the industry, or 
some other source, the accountant becomes aware of a potential material misstatement to the 
financial statements, the accountant should take some action. An accountant should never 
knowingly be associated with materially misstated financial statements unless the accountant is 
satisfied that the misstatement has been adequately disclosed to the financial statement users. 


In such circumstances, the accountant should request that the client: 
e Can demonstrate why the information is correct and should be accepted by the 
accountant; 
e Corrects the information; or 
e Finds an effective way to communicate the misstatement to users of the financial 
statements so that they will not be lead to inappropriate conclusions. 


Documentation in a Preparation Engagement 


The accountant’s documentation for a preparation engagement is required to include: 
e The engagement letter; and 
e Acopy of the financial statements. 


Preparing Prospective Financial Information 

The preparation of prospective financial information requires management to make various 
significant assumptions about what will occur in the future, including the state of the economy, the 
industry in which the entity operates, the regulatory environment, and numerous other items. 
Because an understanding of these assumptions is essential to a user's understanding of the 
prospective financial information, the accountant should not prepare prospective financial 
information that does not include a summary of significant assumptions. 


A financial projection is a unique type of prospective financial information in that it illustrates what 
management believes will result from the occurrence or nonoccurrence of a future transaction or 
event. As a result, the accountant should not accept an engagement to prepare a financial 
projection that does not include both: 

e Identification of the hypothetical assumptions upon which the projection is based; and 

e Adescription of the limitations on the usefulness of the presentation. 
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Lecture 7.05 - Compilation Engagements (ar-c 80) 


AR-C section 80 indicates that “the objective of the accountant in a compilation engagement is to 
apply accounting and financial reporting expertise to assist management in the presentation of 
financial statements and report in accordance with this section without undertaking to obtain or 
provide any assurance that there are no material modifications that should be made to the financial 
statements in order for them to be in accordance with the applicable financial reporting 
framework.” 


ACPA may also be engaged to compile other historical financial information, pro forma financial 
information (AR-C 120), or prospective financial information. Pro forma financial information is 
historical financial information adjusted to reflect what management believes would have 
happened in that period if an event or circumstance had or had not occurred. It may, for example, 
show what management believes its prior period's results would have been if they had purchased 
a particular machine or if they had not lost a major customer to a competitor. 


A CPA may also compile prospective financial information (AR-C 80). One basic type of prospective 
financial information is the financial forecast, which reports what management believes (expects) 
its future results of operations and financial position will be based on management's assumptions 
as to the conditions under which the entity will be operating in the future. These assumptions may 
relate to the economy, the industry in which the entity operates, the availability of human and 
physical resources, and a variety of other factors. 


The other basic type of prospective financial information is a financial projection, which 
incorporates the same assumptions as applicable to a financial forecast but also considers a 
hypothetical assumption related to the occurrence or nonoccurrence of some significant event or 
transaction. 


e All prospective financial statements should include a summary of significant assumptions. 
In addition, financial projections should include an indication of the hypothetical assumption 
upon which it is based and an indication of the limitations on the usefulness of such a 
presentation. 


Requirements in a Compilation Engagement 


As is true of all SSARS engagements, an accountant engaged to compile financial statements for a 
client is required to adhere to the General Principles for Engagements Performed in Accordance With 
SSARS (AR-C 60). In addition, there are specific requirements that apply to a compilation 
engagement. 


The accountant must make a determination as to whether the accountant is independent in 
relation to the entity. In addition, prior to accepting the engagement, the accountant should 
obtain the client’s agreement that it understands and accepts its responsibility: 
e For the preparation and fair presentation of the financial statements; and 
e To include the compilation report in any document containing the compiled financial 
statements. 


Taking responsibility for the preparation and fair presentation of the financial statements includes 
providing all informative disclosures required by the framework, whether GAAP or a special 
purpose framework; and: 
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e If the financial statements are prepared in conformity with a special purpose framework, 
providing a description of the framework, including significant differences from GAAP. 

e If the special purpose framework is a contractual basis of accounting, describing significant 
interpretations of the contract that affect the special purpose framework. 

e In either case, providing any additional disclosures required for fair presentation under the 
special purpose framework. 


The accountant is required to reach an agreement with the client on the terms of the engagement, 
which should be documented in an engagement letter that is signed both by the client and the 
accountant's firm. The agreement should include: 

e The objective of the compilation engagement; 

e Management's responsibilities, as indicated in AR-C 60; 

e The accountant’s responsibilities, which are to comply with the requirements of SSARS; 

e Limitations of an engagement to compile financial statements; 

e Identification of the applicable financial reporting framework; and 

e The expected form and content of the compilation report. 


The engagement letter should also indicate circumstances under which the report may differ in 
form or content from that which is expected. For example, the engagement letter would indicate if 
the report will disclose a lack of independence. 


As indicated, the accountant is responsible for complying with all requirements of SSARS. The 
other specific performance requirements associated with a compilation engagement require the 
accountant to: 

e Have or obtain an understanding of the financial reporting framework that will be used in 
the preparation of the financial statements, including an understanding of any of the 
client's significant accounting policies. 

e Read the financial statements 

o The accountant’s knowledge of the client, the financial reporting framework, and 
management's significant accounting policies is taken into account. 

o The accountant considers if the financial statements appear to be free of obvious 
material misstatements and appropriate in form. 


In performing the compilation engagement, the accountant may become aware of actual or 
suspected deficiencies in the financial statements. 

e An awareness that information provided by management is incomplete, inaccurate, or 
otherwise unsatisfactory will require the accountant to inform management and request 
additional or corrected information. 

e The accountant should propose revisions when the accountant becomes aware that: 

o The applicable financial reporting framework is not adequately described; 

o The financial statements require revision in order to be in accordance with the 
applicable financial reporting framework; or 

o The financial statements are misleading. 


Under certain circumstances, the accountant is required to withdraw from the engagement, 
informing management of the reasons. This will be the case if: 
e Management is unable or unwilling to provide information the accountant considers 
necessary in order to satisfactorily complete the engagement; or 
e The financial statements contain departures from the applicable financial reporting 
framework and management will not make proposed changes or disclose the departures, 
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although the accountant would not be required to withdraw if disclosure of the departures 
in the compilation report would sufficiently inform users. 


Compilation Reports 


Whenever an accountant compiles financial statements, those financial statements must be 
accompanied by the accountant’s compilation report. When the financial statements are prepared 
in conformity with GAAP and nothing makes it appear to the accountant that the financial 
statements are not appropriate in form or are inaccurate, incomplete, or otherwise unsatisfactory, 
the accountant will issue an unmodified compilation report. 


Unmodified Compilation Report 


The accountant’s standard written compilation report will include certain elements: 
e An indication that management is responsible for the financial statements; 
e Identification of the financial statements that were compiled, the entity for which they were 
compiled, and the date or period covered by the financial statements; 
e An indication that the compilation was performed in accordance with SSARS, promulgated 
by the ARSC of the AICPA; 
e An indication that the accountant: 
o Did not audit or review the financial statements; 
o Was not required to perform any procedures to verify the accuracy or 
completeness of the information provided by management; and 
o Does not express an opinion, a conclusion, nor provide any assurance on the 
financial statements. 
e The accountant’s signature or that of the accountant's firm; 
e An indication of the city and state in which the accountant practices; and 
e The date of the report. 


The report is dated as of the date on which the accountant completes all requirements under AR-C 
section 80. 


The standard report for a compilation should be studied closely since there is extensive testing of 
each sentence that appears in it. It may have a title indicating it is the accountants’ compilation 
report, which should only include the word independent when the accountant is independent. A 
sample report might appear as follows: 


INDEPENDENT ACCOUNTANT’S COMPILATION REPORT 


Board of Directors and Stockholders 
X Company 


Management is responsible for the accompanying financial statements of X Company, which comprise the balance 
sheet as of December 31, 20X2, and the related statements of income, changes in stockholders’ equity, and cash 
flows for the year then ended, and the related notes to the financial statements in accordance with accounting 
principles generally accepted in the United States of America. We have performed a compilation engagement in 
accordance with Statements on Standards for Accounting and Review Services (SSARS) promulgated by the 
Accounting and Review Services Committee (ARSC) of the AICPA. We did not audit or review the financial 
statements nor were we required to perform any procedures to verify the accuracy or the completeness of the 
information provided by management. Accordingly, we do not express an opinion, a conclusion, nor provide any 
form of assurance on these financial statements. 


Signature of Accountant or Firm 
Accountant's city and state 
Date: Completion of the compilation 
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Notice that there are four elements in the report (CARD): 

e Compiled - The compiled statements are identified. 

e AICPA standards - The reference to SSARS distinguishes the accountant's work from 
similar work that might be performed by anon-CPA. This wasn't needed in an audit (since 
non-CPAs are legally prohibited from performing audits), but non-CPAs are capable of 
simply presenting statements, so the distinction of work conforming to AICPA standards 
(which require that a CPA perform the engagement) is added to enhance the perceived 
value. 

e Responsibility of management - We emphasize that these are the financial statements of 
management, they are not the accountant’s. 

e Do not express an opinion or provide assurance - We explicitly state that we didn't audit 
or review and do not express an opinion or provide assurance, so that the user of the 
statements will not misunderstand our involvement. 


The mnemonic CARD reminds us that the compilation report is small enough to fit on a small card. 


The accountant may request that each page of the financial statements state "See Accountant's 
Compilation Report." Notice that the CPA is referred to as an accountant and not as an auditor, 
since no audit was performed. 


A CPA may be engaged to compile comparative financial statements. The standard compilation 
report on comparative financial statements is only different from the standard report on a single 
year's statement in that both dates are indicated and items are referred to in the plural, such as 
financial statements and compilations. 

The standard report for a compilation of comparative financial statement will appear as follows: 


INDEPENDENT ACCOUNTANT'S COMPILATION REPORT 
(Comparative F/S) 


Board of Directors and Stockholders 
X Company 


Management is responsible for the accompanying financial statements of X Company, which 
comprise the balance sheets as of December 31, 20X2 and 20X1, and the related statements of 
income, changes in stockholders’ equity, and cash flows for the years then ended, and the 
related notes to the financial statements in accordance with accounting principles generally 
accepted in the United States of America. We have performed compilation engagements in 
accordance with Statements on Standards for Accounting and Review Services promulgated by 
the Accounting and Review Services Committee of the AICPA. We did not audit or review the 
financial statements nor were we required to perform any procedures to verify the accuracy or 
the completeness of the information provided by management. Accordingly, we do not 
express an opinion, a conclusion, nor provide any form of assurance on these financial 
statements. 


Signature of Accountant or Firm 
Accountant's city and state 
Date 


When comparative financial statements include statements from one or more prior periods that 
had been reviewed or audited, the report will include the same language as an unmodified 
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compilation report on comparative financial statements. An explanatory paragraph will be 
added, however, indicating: 
e The prior financial statements had been audited or reviewed; 
e The date and type of report originally issued on the prior period financial statements, and 
the reasons for a modification to the prior period report, if applicable. 


ACCOUNTANT’S COMPILATION REPORT 
(Comparative F/S, P/Y Reviewed) 


Standard 1% paragraph: 


The accompanying 20X1 financial statements were previously Reviewed by us (another 
accountant) and we (they) stated that we (they) were not aware of any material 
modifications that should be made to those financial statements in order for them to 
be in conformity with accounting principles generally accepted in the United States of 
America in our (their) report dated March 31, 20X2, but we (they) have not performed 
any procedures in connection with that review engagement since that date. 


Modified Reports 


There are several reasons that an accountant may issue a modified compilation report. These 
include: 
e Financial statements prepared in accordance with a special purpose financial reporting 
framework 
e Alack of independence 
e Omission of substantially all disclosures required by the applicable financial reporting 
framework 
e Known departures from the applicable financial reporting framework 
e Supplementary information accompanying the financial statements 
e Required supplementary information 


The accountant may be engaged to compile financial statements that are prepared in accordance 
with a financial reporting framework other than GAAP. They may be prepared in accordance with 
a general purpose framework, one that is widely recognized and about which it is reasonable to 
expect that users will be knowledgeable. GAAP and IFRS are general purpose frameworks. 


The financial statements may also be prepared in accordance with a special purpose framework, 
also referred to as an OCBOA (Other Comprehensive Basis of Accounting). Special purpose 
frameworks include the cash or modified cash basis, tax basis, contractual or regulatory basis, IFRS 
for SMEs (small to medium sized enterprises), or FRF (financial reporting framework) for SMEs 
promulgated by the AICPA. 


When financial statements are prepared in accordance with a special purpose financial 
reporting framework, the accountant’s compilation report will be modified as follows: 

e If the special purpose framework is a result of management's election, the report will refer 
to management's responsibility for determining that the special purpose framework is 
appropriate under the circumstances, 

e If the special purpose framework is a contractual or regulatory financial reporting 
framework, the report will either describe the purpose for which the financial statements 
are prepared or refer to a note in the financial statements that does so. 
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INDEPENDENT ACCOUNTANT'’S COMPILATION REPORT 
(Cash Basis) 


Board of Directors and Stockholders 
X Company 


Management is responsible for the accompanying financial statements of X Company, which comprise the 
statement of assets, liabilities, and equity - cash basis as of December 31, 20X2 and the related statements of 
revenue and expenses - cash basis and changes in equity - cash basis for the year then ended, and the related 
notes to the financial statements in accordance with the cash basis of accounting, and for determining that 
the cash basis of accounting is an acceptable financial reporting framework. We have performed a 
compilation engagement in accordance with Statements on Standards for Accounting and Review Services 
promulgated by the Accounting and Review Services Committee of the AICPA. We did not audit or review 
the financial statements nor were we required to perform any procedures to verify the accuracy or the 
completeness of the information provided by management. Accordingly, we do not express an opinion, a 
conclusion, nor provide any form of assurance on these financial statements. 


We draw attention to Note 7 of the financial statements, which describes the basis of accounting. 
The financial statements are prepared in accordance with the cash basis of accounting, which is a 
basis of accounting other than accounting principles generally accepted in the United States of 
America. 


Accountant's signature 
Accountant's city and state 
Date 


INDEPENDENT ACCOUNTANT'S COMPILATION REPORT 
(AICPA SME Basis) 


Board of Directors and Stockholders 
X Company 


Management is responsible for the accompanying financial statements of XYZ Company, which comprise 
the statements of financial position as of December 31, 20X2 and 20X1 and the related statements of 
operations and cash flows for the years then ended, and the related notes to the financial statements in 
accordance with the AICPA’s Financial Reporting Framework for Small- and Medium-Sized Entities, and for 
determining that the AICPA’s Financial Reporting Framework for Small- and Medium-Sized Entities is an 
acceptable financial reporting framework. | (We) have performed compilation engagements in accordance 
with Statements on Standards for Accounting and Review Services promulgated by the Accounting and 
Review Services Committee of the AICPA. | (We) did not audit or review the financial statements nor was 
(were) I (we) required to perform any procedures to verify the accuracy or completeness of the information 
provided by management. Accordingly, | (we) do not express an opinion, a conclusion, nor provide any 
form of assurance on these financial statements. 


I (We) draw attention to Note X of the financial statements, which describes the basis of 
accounting. The financial statements are prepared in accordance with the AICPA’s Financial 
Reporting Framework for Small- and Medium-Sized Entities (SME), which is a basis of accounting 
other than accounting principles generally accepted in the United States of America. 


Accountant's signature 
Accountant's city and state 
Date 
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Additional modifications to the accountant’s compilation report may be necessary when certain 
circumstances apply: 
e Unless disclosures are omitted, the report will be modified if the financial statements do 
not describe the special purpose framework, a summary of significant accounting policies; 
a description of differences between the framework and GAAP, and informative disclosures 
comparable to those required by GAAP. 
e Ifthe financial statements are prepared in accordance with a contractual basis, the report 
will be modified if significant interpretations of the contract affecting the framework are 
not adequately described. 


INDEPENDENT ACCOUNTANT'S COMPILATION REPORT 
(Omitted Disclosures) 


Board of Directors and Stockholders 
X Company 


Management is responsible for the accompanying financial statements of XYZ Partnership, 
which comprise the statements of assets, liabilities, and partners’ capital—tax-basis as of 
December 31, 20X2 and 20X1 and the related statements of revenue and expenses—tax-basis, 
and changes in partners’ capital—tax-basis for the years then ended in accordance with the tax- 
basis of accounting, and for determining that the tax-basis of accounting is an acceptable 
financial reporting framework. | (We) have performed compilation engagements in accordance 
with Statements on Standards for Accounting and Review Services promulgated by the 
Accounting and Review Services Committee of the AICPA. | (We) did not audit or review the 
financial statements nor was (were) | (we) required to perform any procedures to verify the 
accuracy or completeness of the information provided by management. Accordingly, | (we) do 
not express an opinion, a conclusion, nor provide any form of assurance on these financial 
statements. 


The financial statements are prepared in accordance with the tax-basis of accounting, which is a 
basis of accounting other than accounting principles generally accepted in the United States of 
America. 


Management has elected to omit substantially all the disclosures ordinarily included in 
financial statements prepared in accordance with the tax-basis of accounting. If the 
omitted disclosures were included in the financial statements, they might influence the 
user's conclusions about the company’s assets, liabilities, equity, revenue, and expenses. 
Accordingly, the financial statements are not designed for those who are not informed about 
such matters. 


Accountant's signature 
Accountant's city and state 
Date 


The accountant may compile financial statements that omit substantially all disclosures 
required by the applicable financial reporting framework. The accountant’'s compilation report will 
be modified by adding a separate paragraph indicating that: 
e Management has elected to omit substantially all disclosures required by the applicable 
financial reporting framework. 
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e The information, had it not been omitted, may influence conclusions about the entity's 
performance or financial position. 

e The financial statements are designed exclusively for those knowledgeable about such 
matters. 


The accountant may not report on statements that omit disclosures if the omissions were intended 
to mislead the user. This might be the case, for example, if the client is trying to conceal a large 
potential loss due to a pending lawsuit from a potential lender. 


When the accountant is not independent of the entity, the report will be modified to indicate the 
lack of independence. 
e The indication will be in a separate final paragraph of the report. 
e The accountant may, but is not required to, disclose the reasons for the lack of 
independence. 
o The description may be as brief or extensive as the accountant feels appropriate 
under the circumstances. 
o If disclosure is made, all reasons impairing independence must be disclosed. 


If the accountant uses a title on the compilation report, it should not include the word 
independent. 


ACCOUNTANT’S COMPILATION REPORT 
(Lack of Independence - Reasons Not Disclosed) 


Standard 1% paragraph: 


We are not independent with respect to X Company. 


ACCOUNTANT’S COMPILATION REPORT 
(Lack of Independence - Reasons Disclosed) 


Standard 1% paragraph: 
We are not independent with respect to X Company as during the year ended December 


31, 20X2, a member of the engagement team had a material indirect financial interest in 
X Company. 


The modification, in the form of a separate paragraph, will: 
e Disclose the departure; and 
e Either indicate the effect on the financial statements, if determined by management; or 
indicate that the effect has not been determined by management. 
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INDEPENDENT ACCOUNTANT’'S COMPILATION REPORT 
(Departure from the Applicable Financial Reporting Framework) 


Standard 1% paragraph: 


Accounting principles generally accepted in the United States of America require that 
investments in marketable securities classified as available for sale be stated at market 
value with unrealized gains and losses recognized in other comprehensive income, a 
component of stockholders’ equity. Management has informed us that X Company has 
stated its investments in available for sale securities at cost and that if accounting 
principles generally accepted in the United States of America had been followed, the 
investment account and stockholders’ equity account would have been decreased by 
$150,000. 


The accountant’s compilation report may not be modified to indicate that the financial statements 
are not in conformity with the applicable financial reporting framework. If the accountant does not 
believe that disclosure adequately describes the deficiencies in financial reporting, the accountant 
should withdraw from the engagement and provide no further services in relation to those 
financial statements. 


The accountant may be engaged to compile comparative financial statements in which the 
prior period financial statements had a GAAP departure that was subsequently remedied. When 
this is the case, the compilation report on the comparative financial statements will be the same as 
an unmodified report on comparative statements with the following other-matter paragraph 
added to the end: 


INDEPENDENT ACCOUNTANT’S COMPILATION REPORT 
(Changing Reference from Prior Year) 
Standard 1% paragraph: 


In our report dated March 1, 20X2 with respect to the 20X1 financial statements, we 
referred to a departure from accounting principles generally accepted in the United States 
of America because the company carried its land at appraised values. As described in Note 
X, the Company has changed its method of accounting for land and restated its 20X1 
financial statements to conform with accounting principles generally accepted in the 
United States of America. 


When supplementary information accompanies compiled financial statements, the 
accountant will indicate that either the supplementary information was or was not compiled and if 
the accountant is reporting on the supplementary information. 


When the applicable financial reporting framework under which the financial statements were 
prepared requires supplementary information, the accountant's report will be modified to indicate: 
e Whether the required supplementary information is included, partially included, or 
omitted 
e Whether or not the required supplementary information that is included was compiled by 
the accountant and is being reported upon. 
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Although not covered under SSARS, the unaudited financial statements of a public company often 
involve work comparable to a compilation. Nonetheless, the report on unaudited financial 
statements of a public company must not say they were compiled, but merely state in a one- 
sentence report: 


The accompanying balance sheet of X Company as of December 31, 20X1, and the related 
statements of income and comprehensive income, retained earnings, and cash flows for 
the year then ended were not audited by us and, accordingly, we do not express an 
Opinion on them. 


When reporting on prospective financial information, in addition to the requirements associated 
with a compilation report, the report will include: 
e Astatement that the forecasted or projected results may not be achieved; and 
e Astatement that the accountant assumes no responsibility to update the report for events 
and circumstances occurring after the date of the report. 


Documentation in a Compilation Engagement 


The accountant’s documentation for a compilation engagement is required to include: 
e The engagement letter, 
e A copy of the financial statements, and 
e A copy of the accountant’s compilation report. 
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Lecture 7.07 - Review Engagements (AR-C 90) 


Section AR-C 90 of SSARS indicates that “the objective of the accountant when performing a review 
of financial statements is to obtain limited assurance as a basis for reporting whether the 
accountant is aware of any material modifications that should be made to the financial statements 
for them to be in accordance with the applicable financial reporting framework, primarily through 
the performance of inquiry and analytical procedures.” 


In addition to historical financial statements, reviews may be performed in accordance with SSARS 
in relation to other historical financial information, but may not be performed in relation to pro 
forma financial information. Reviews of pro forma financial information are performed in 
accordance with Statements on Standards for Attestation Engagements (SSAE). 


Note that the objective is to obtain limited assurance, not to provide limited assurance that the 
financial statements are not in need of material modification in order to be in accordance with the 
applicable financial reporting framework. The accountant’s review report is designed to provide 
the users with limited assurance regarding those financial statements. The accountant performs 
the review to obtain review evidence, providing comfort to the accountant who, in turn, provides 
limited assurance. 


Materiality is not addressed in SSARS. Since, however, a review report refers to the potential 
need for material modifications it is important to have an understanding of what is meant by the 
term. Some financial reporting frameworks will define materiality but for those that do not, the 
accountant should keep in mind that materiality takes into account three concepts: 

e Misstatements are material if they, individually or in the aggregate, could reasonably be 
expected to influence the economic decisions of users taken on the basis of the financial 
statements. 

e judgments about materiality are made in light of surrounding circumstances and are 
affected by the size or nature of a misstatement or a combination of both. 

e judgments about matters that are material to users of the financial statements are based 
on a consideration of the common financial information needs of users as a group. The 
possible effect of misstatements on specific individual users, whose needs may vary widely, 
is not considered. 


Requirements in a Review Engagement 


As is true of all SSARS engagements, an accountant engaged to review financial statements for a 
client is required to adhere to the General Principles for Engagements Performed in Accordance With 
SSARS (AR-C 60). In addition, there are specific requirements that apply to a review engagement. 


The accountant is required to be independent of the entity and may not perform a review if 
independence is impaired. The accountant should withdraw from a review engagement upon 
learning after the commencement of the engagement that independence is impaired. 


The accountant should not accept a review engagement when there is the belief there will be a 
limitation on the accountant’s ability to apply adequate review procedures due to a scope 
limitation imposed by the client. 
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In addition, prior to accepting the engagement, the accountant should obtain the client's 
agreement that it understands and accepts its responsibility: 
e For the preparation and fair presentation of the financial statements; 
e To provide the accountant with a letter of representations at the conclusion of the 
engagement (Management Representation Letter); and 
e To include the review report in any document containing the reviewed financial 
statements. 


As in a compilation, taking responsibility for the preparation and fair presentation of the financial 
statements includes providing all informative disclosures required by the framework, whether 
GAAP or a special purpose framework; and: 
e Ifthe financial statements are prepared in conformity with a special purpose framework, 
providing a description of the framework, including significant differences from GAAP. 
e If the special purpose framework is a contractual basis of accounting, describing significant 
interpretations of the contract that affect the special purpose framework. 
e In either case, providing any additional disclosures required for fair presentation under the 
special purpose framework. 


The accountant is required to reach an agreement with the client on the terms of the engagement, 
which should be documented in an engagement letter that is signed both by the client and the 
accountant's firm. The agreement should include: 

e The objective of the review engagement; 

e Management's responsibilities, as indicated in AR-C 60; 

e The accountant's responsibilities, which are to comply with the requirements of SSARS; 

e Limitations of an engagement to review financial statements 

e Identification of the applicable financial reporting framework; and 

e The expected form and content of the review report. 


The engagement letter should also indicate circumstances under which the report may differ in 
form or content from that which is expected. 


Unmodified Review Report 


The accountant’s standard written review report will include certain elements: 
e Atitle with the word independent; 
e Anappropriate addressee; 
e An Introductory Paragraph that: 

o Identifies the financial statements that were reviewed, the entity for which they 
were reviewed, and the date or period covered by the financial statements; 

o States that the financial statements were reviewed; 

o Indicates that a review consists primarily of applying analytical procedures to 
information provided by management and making inquiries of management; and 

o States that a review is less in scope than an audit, which contemplates expressing 
an opinion on the financial statements taken as a whole, and, as a result, no such 
opinion is expressed. 

e Asection headed “Management's Responsibilities” that indicates that: 

o Management is responsible for the preparation and fair presentation of the 
financial statements in accordance with the applicable financial reporting 
framework; and 

o For the design, implementation, and maintenance (DIM) of internal control relevant 
to reliable financial reporting; 
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e Asection with the heading “Accountant's Responsibility” that indicates that the 
accountant: 

o Is responsible for conducting the engagement in accordance with SSARS, 
promulgated by the ARSC; 

o Is required by SSARS to perform procedures to obtain limited assurance for 
reporting if the accountant is aware of the need for material modification to be 
made to the financial statements in order for them to be in accordance with the 
applicable financial reporting framework; and 

o Believes that review evidence obtained is sufficient to support the accountant's 
conclusion. 

e Asection with an appropriate heading that contains the “Accountant's Conclusion” as to 
whether the accountant is aware of any material modification that should be made to the 
accompanying financial statements in order for them to be in accordance with the 
applicable financial reporting framework, identifying the country of origin of that 
framework, if applicable. 

e The accountant’s signature or that of the accountant's firm; 

e An indication of the city and state in which the accountant practices; and 

e The date of the report. 


The report is dated as of the date on which the accountant completes all requirements under AR-C 
section 90. An unmodified report will appear as follows: 


INDEPENDENT ACCOUNTANT'’S REVIEW REPORT 


Board of Directors and Stockholders 
X Company 


Introductory 

We have reviewed the accompanying financial statements of X Company, which comprise the 
balance sheet as of December 31, 20X2, and the related statements of income, changes in 
stockholders’ equity, and cash flows for the year then ended, and the related notes to the financial 
statements. A review includes primarily applying analytical procedures to management's financial 
data and making inquiries of company management. A review is substantially less in scope than 

an audit, the objective of which is the expression of an opinion regarding the financial statements 
as a whole. Accordingly, we do not express such an opinion. 


Management's Responsibility for the Financial Statements 

Management is responsible for the preparation and fair presentation of these financial statements 
in accordance with accounting principles generally accepted in the United States of America; this 
includes the design, implementation, and maintenance (DIM) of internal control relevant to the 
preparation and fair presentation of financial statements that are free from material 
misstatement, whether due to fraud or error. 


Accountant’s Responsibility 

Our responsibility is to conduct the review engagement in accordance with Statements on 
Standards for Accounting and Review Services (SSARS) promulgated by the Accounting and Review 
Services Committee (ARSC) of the AICPA. Those standards require us to perform procedures to 
obtain limited assurance as a basis for reporting whether we are aware of any material 
modifications that should be made to the financial statements for them to be in accordance with 
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accounting principles generally accepted in the United States of America. We believe that the 
results of our procedures provide a reasonable basis for our conclusion. 


Accountant’s Conclusion (Limited Assurance) 

Based on our review, we are not aware of any material modifications that should be made to the 
accompanying financial statements in order for them to be in accordance with accounting 
principles generally accepted in the United States of America. 


Signature of accountant or firm 
Accountant's city and state 
Date 


There are eight key elements in the report: (FAMILIAR) 

e Financial statements being reviewed - The statements are identified first. 

e AICPA standards (SSARS) - In many jurisdictions, non-CPAs are permitted to review 
statements, so the reference to SSARS is made in order to distinguish the work of a CPA 
from others. 

e Management representation - Since the accountant will be providing limited assurance, it 
is critical to emphasize that the statements are presented by management, not the 
accountant. 

e Inquiry and analytical procedures - We provide a brief description of the nature of a 
review. 

e Less in scope than audit - Since a layperson might not understand that reviewing 
statements means something different from auditing them, we explicitly distinguish the 
two and emphasize the lesser scope of the review. 

e Incapable of opinion - Since we didn't do an audit, we cannot express an opinion, and 
explicitly disclaim one. 

e Assurance provided - We express limited assurance on the statements. 

e Refer to U.S. Principles - We identify Accounting Principles Generally Accepted in the 
United States of America, as the standard for the statements to which we don't believe 
modification is needed. 


The mnemonic FAMILIAR reminds us that an accountant dealing with non-public clients must be 
familiar with the unique review report available for such clients. 


The accountant may request that each page of the financial statements state "See Accountant's 
Review Report. 


As indicated, the accountant is responsible for complying with all requirements of SSARS. The 
other specific performance requirements associated with a review engagement address: 

e Communication with the client 

e Understanding the client's industry 

e Client knowledge 

e Review procedures 

e Analytical procedures 

e = Inquiries 

e Reading the financial statements 

e Work of other accountants 

e Relationship of the financial statements to the underlying accounting records 

e Review evidence 
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e Written representations (Management Representation Letter) 
e Review reports 


Communication with the Client 


If, during the course of the engagement, matters come to the accountant's attention that, in the 
accountant's professional judgment, are significant enough to merit the client’s attention, the 
accountant has the obligation to communicate this information to an appropriate representative 
of the client on a timely basis. 


Industry Understanding 


Knowledge of a client's industry, including accounting principles and practices associated with that 
industry, enable the accountant to make a determination as to whether any review evidence 
obtained indicates that the financial statements are not appropriate for an entity operating in that 
industry. 


Knowledge of the industry, which may be obtained from a variety of sources including AICPA 
guides, industry publications, textbooks, and other sources, may be obtained prior to accepting the 
engagement or after acceptance provided the accountant has obtained a sufficient understanding 
to be able to perform the engagement. 


Client Knowledge 


In order to effectively perform a review, the accountant is required to understand the client’s 
business and its accounting policies and practices. Among other purposes, this understanding 
enables the accountant to identify any policies or practices that may be unusual, perhaps when 
compared to those generally used in the client's industry. Overall, it enables the accountant to 
understand the nature of the financial statement elements that should appear on the financial 
statements and to evaluate those aspects of the financial statements that represent the highest 
risks. 


Review Procedures 


Since the accountant's report is providing financial statements users with limited assurance that 
the financial statements are not in need of material modification in order to be in accordance with 
the applicable financial reporting framework, the accountant obtains review evidence to support 
such a conclusion through the performance of review procedures. In determining what 
procedures are likely to be most effective, the accountant will consider the accountant’s: 

e Understanding of the industry; and 

e Knowledge of the client. 


In the design and performance of review procedures, the accountant should remain aware that the 
financial statements may be materially misstated and there is the risk that the accountant will not 
become aware of the misstatement and will, unknowingly, fail to modify the review report. To 
minimize this risk, the accountant will focus review procedures, consisting predominantly of 
analytical procedures and inquiries, on those areas that represent the greatest risk of material 
misstatement of the financial statements. 


Analytical Procedures 


Analytical procedures generally provide the primary form of review evidence obtained by the 
accountant. Analytical procedures consist of the performance of three essential steps: 


©Roger CPA Review Page 7-29 


Section 7 Statements on Standards for Accounting & Review Services 


The accountant uses an understanding of the industry, client knowledge, and general 
knowledge about business, accounting and the economy to develop expectations as to 
information that might appear on the financial statements. 

o Expectations may be in the form of an amount, such as a range of amounts that 
the accountant believes the client's revenue will be within. 

o They may bein the form of ratios or relationships, such as an expected relationship 
between accounts receivable and recent sales that is based on the accountant’s 
knowledge of the client’s credit and collection policies. 

The accountant will compare the client's data to expectations to determine if variances are 
within a reasonable range based on the precision and reliability of the expectation. 

Any differences that exceed what the accountant considers to be reasonable are to be 
investigated further to determine if they are indications of the need for a material 
adjustment to the financial statements. 


Specific analytical procedures that the accountant is required to perform include: 


Comparing current period data to that of the prior period; 

Considering plausible relationships, which may be among different components of 
financial data or may be between financial and nonfinancial data, such as using the 
number of employees as a basis for estimating a certain payroll related cost 

Comparing amounts reported by in the financial statements, or ratios or amounts that are 
derived from those amounts, to expectations; and 

Make comparisons using disaggregated revenue data, when applicable. 


When determining the types of analytical procedures to be performed and designing the specific 
procedures, the accountant will: 


Consider which analytical procedures are suitable for the circumstances; 

Evaluate the reliability of the information from which expectations are developed; 
Evaluate the precision of expectations to determine the degree to which a difference 
between the expectation and the client’s recorded data is an indication of a potential 
material misstatement to the financial statements. 

o Ifa company presumably enforces a strict markup policy such that gross profit 
should always equal 25% of sales, a gross profit percentage that is even slightly 
higher or lower may indicate a misstatement to the financial statements. 

o Ifa company has a wide range of products having significantly varying gross profit 
percentages, even a gross profit percentage that is significantly higher or lower 
than a percentage used to develop expectations may not be indicative of a material 
misstatement to the financial statements. 

Based on the reliability and precision of expectations, determine if differences from 
expectations are acceptable without further investigation. 


When fluctuations or differences from expected amounts exceed what the accountant considers 
acceptable, the accountant will investigate the differences further by making inquiries of 
management or by performing other analytical procedures. 


Inquiries 


Making inquiries of management and of others with knowledge of, or responsibility for, the 
financial statements or other accounting matters is another significant means by which the 
accountant obtains review evidence. Certain inquiries should be made in every review 
engagement, including inquiries regarding: 


The preparation and fair presentation of the financial statements in accordance with the 
applicable financial reporting framework; 
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e Any unusual or complex transactions or other circumstances that may impact the financial 
statements; 

e Significant transactions, especially those occurring near the end of the period; 

e Uncorrected errors identified in prior period engagements; 

e Results of analytical procedures requiring further clarification or support; 

e Subsequent events; 

e Any knowledge or suspicion of fraud, or any allegations of fraud made by employees or 
others; 

e Management's disclosure to the accountant of known circumstances involving 
noncompliance with applicable laws or regulations that may have a potential material 
effect on the financial statements; 

e Significant journal entries or adjustments; 

e Applicable communication from regulators; 

e Related parties and related party transactions; 

e Litigation, claims, and assessments; 

e The reasonableness of management's estimates; 

e Actions taken at meetings of the board, stockholders, or other relevant groups; and 

e Other matters considered necessary by the accountant under the circumstances. 


Reading the Financial Statements 


Upon completing other review procedures, taking into account all review evidence obtained, the 
accountant is then required to read the financial statements to evaluate whether anything has 
come to the accountant's attention to indicate that the financial statements are not in conformity 
with the applicable financial reporting framework. 


Work of Other Accountants 


Other accountants may have issued reports on the financial statements related to significant 
components of the financial statements being reviewed by the accountant. Another accountant, 
for example, may have performed a compilation, review, or audit of a subsidiary of the entity or a 
company in which the entity has a significant investment. When that is the case, the accountant 
should read the other accountants’ reports and evaluate the effect, if any, on the reviewed 
financial statements. 


Relationship of the F/S to the Underlying Accounting Records 


The accountant is required to obtain evidence that the financial statements were derived from the 
accounting records. This may be accomplished by reconciling the financial statements to: 

e The underlying accounting records; 

e A consolidating schedule derived from the accounting records; or 

e Other data in the entity's records that supports the financial statements. 


Review Evidence 


In obtaining review evidence, the accountant will become aware of misstatements, which may be 
in the form of inadequate disclosure. The accountant will: 
e Accumulate these misstatements; 
e Evaluate the misstatements, both individually and in the aggregate; and 
e Determine if material modifications should be made to the financial statements in order 
for them to be in accordance with the applicable financial reporting framework. 
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The accountant may become aware that information provided by the entity is incorrect, 
incomplete, or otherwise unsatisfactory. The accountant should: 
e Request that management consider the implications in relation to the financial statements, 
communicating the results of that consideration to the accountant; and 
e Consider if management's response indicates that the financial statements may be 
materially misstated. 


Upon concluding that the financial statements may be materially misstated, the accountant will 
perform whatever procedures the accountant considers necessary to obtain limited assurance that 
the financial statements are not in need of material modification in order for the financial 
statements to be in accordance with the applicable financial reporting framework. 
e = This will generally be in the form of additional analytical procedures or inquiries. 
e The accountant may, however, apply procedures that might ordinarily be associated with 
another level of service, such as an audit procedure, if it is determined that the procedure 
is necessary to obtain sufficient review evidence to support the accountant's conclusion. 


Even after performing additional or other procedures, the accountant may not have obtained 
sufficient review evidence to support a conclusion as to whether or not the financial statements 
are in need of material adjustment in order to be in accordance with the applicable financial 
reporting framework. When this occurs, the accountant may not be able to complete the 
engagement. 


Written Representations (Management Representation Letter) 


The accountant is required to obtain written representations, in the form of a representation letter 
to the accountant, from those members of management who are responsible for the financial 
statements and are knowledgeable about relevant matters. This is called a management 
representation letter. 
e Putting representations in writing may cause management to more carefully consider 
responses to inquiries and other information supplied to the accountant. 
e Management's refusal to provide written responses alerts the accountant to the possibility 
of significant issues affecting the financial statements. 


Representations are dated as of the date of the review report, which is the date on which the 
accountant has determined that sufficient review evidence has been obtained to support the 
accountant's conclusion. Standards require the accountant to obtain specific representations, 
including that management (Management Representation Letter): 
e Has fulfilled its responsibility to prepare the financial statements such that they are fairly 
presented in accordance with the applicable financial reporting framework; 
e ls responsible for the design, implementation, and maintenance (DIM) of internal control 
relevant to reliable financial reporting; 
e Has given the accountant all relevant information and access to all information and parties 
considered relevant by the accountant; 
e Has been complete and truthful in its responses to inquiries; 
e Has disclosed any knowledge or suspicions of fraud, including allegations by others; 
e Has disclosed known or suspected circumstances involving noncompliance with applicable 
laws or regulations that may affect the financial statements; 
e Believes that uncorrected misstatements are not material to the financial statements, 
whether considered individually or in the aggregate; 
e Has disclosed known or threatened litigation and claims that may affect the financial 
statements; 
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e Believes that significant assumptions used in preparing the financial statements are 
reasonable; 

e Has disclosed all related parties and related party transactions; and 

e Has adjusted for or disclosed subsequent events requiring recognition or disclosure. 


Management also represents that all transactions have been recorded and are reflected in the 
financial statements (completeness). 


In addition, the accountant may require management to provide written representations regarding 
any matters that, in the accountant’s professional judgment, are significant and relevant. 


Communication with Those Charged with Governance in SSARS Engagements 


The only area of SSARS in which requirements are established for communication with 
management and those charged with governance is in AR-C section 90, Review of Financial 
Statements. It requires timely communication of all matters concerning the engagement that, in 
the accountant's professional judgment, are considered of significant importance, sufficient to 
merit the attention of management or those charged with governance. 


Matters to be communicated may include: 


e The accountant’s responsibilities in the engagement, as documented in the engagement 
letter or its equivalent; 


e Significant findings from the engagement, such as: 
o Views regarding the qualitative aspects of the entity’s accounting policies, practices, 
estimates, and disclosures; 
o Circumstances where the accountant decided to apply additional procedures or 
were otherwise influenced by the results of review procedures; 
Matters that may require the modification of the accountant’s report; or 
o Significant difficulties encountered during the engagement. 


The accountant may not report to those charged with governance on behalf of management and 
the accountant's communication with those charged with governance does not relieve 
management of its responsibility to do so. 


In addition to the accountant’'s responsibility for communicating certain matters to those charged 
with governance, the accountant has responsibilities to communicate with an appropriate level of 
management or, in some circumstances those charged with governance, in relation to matters 
involving fraud and noncompliance with laws and regulations. During the course of a review 
engagement, the accountant may become aware or suspicious of fraud. Such knowledge or 
suspicion should be communicated to the client at an appropriate level above that at which the 
fraud is purported to have occurred. 


In addition, if the accountant becomes aware or suspicious of noncompliance with applicable laws 
or regulations, that information should also be communicated to the client unless it is clearly 
inconsequential. 


When the accountant becomes aware or suspicious of incidents involving fraud or noncompliance 
with laws and regulations, the accountant should obtain sufficient information to support a 
conclusion that the financial statements are not materially misstated due to fraud and that the 
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entity is in compliance with applicable laws and regulations. If the accountant is not satisfied, the 
accountant should: 

e Seek legal advice; and 

e Consider withdrawal from the engagement. 


Review Reports 


Whenever an accountant reviews financial statements, those financial statements must be 
accompanied by the accountant’s review report. When the accountant reviews GAAP financial 
statements and nothing comes to the accountant’s attention indicating that the financial 
statements are in need of material modification in order to be in conformity with GAAP, the 
accountant will issue an unmodified review report. 


Modified Review Reports 


There are several reasons an accountant may issue a modified review report. Factors may include: 
e Comparative financial statements; 
e Emphasis-of-matter and other-matter paragraphs; 
e Known departures from the applicable financial reporting framework; 
e Restrictions on the use of the accountant’s review report; 
e Financial statements prepared in accordance with a special purpose framework; 
e Going concern considerations; 
e Subsequent events; 
e Work of other accountants; 
e Supplementary information accompanying reviewed financial statements; and 
e Required supplementary information. 


Comparative Financial Statements 


When reporting on comparative financial statements when all periods have been reviewed and for 
which there were no departures from the applicable financial reporting framework nor any other 
circumstances requiring modification of the report, other than the fact that the report related to 
comparative financial statements instead of those for a single year, the only change to the report 
will be reference to all periods included and the use of plurals when referring to the reviews 
performed and the statements reviewed. 
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INDEPENDENT ACCOUNTANT'S REVIEW REPORT 
(Comparative F/S) 


Board of Directors and Stockholders 
X Company 


Introductory 

We have reviewed the accompanying financial statements of X Company, which comprise the 
balance sheets as of December 31, 20X2 and 20X1, and the related statements of income, changes 
in stockholders’ equity, and cash flows for the years then ended, and the related notes to the 
financial statements. A review includes primarily applying analytical procedures to management's 
financial data and making inquiries of company management. A review is substantially less in 
scope than an audit, the objective of which is the expression of an opinion regarding the financial 
statements as a whole. Accordingly, we do not express such an opinion. 


Management's Responsibility for the Financial Statements 

Management is responsible for the preparation and fair presentation of these financial 
statements in accordance with accounting principles generally accepted in the United States of 
America; this includes the design, implementation, and maintenance (DIM) of internal control 
relevant to the preparation and fair presentation of financial statements that are free from 
material misstatement whether due to fraud or error. 


Accountant’s Responsibility 

Our responsibility is to conduct the review engagements in accordance with Statements on 
Standards for Accounting and Review Services promulgated by the Accounting and Review 
Services Committee of the AICPA. Those standards require us to perform procedures to obtain 
limited assurance as a basis for reporting whether we are aware of any material modifications 
that should be made to the financial statements for them to be in accordance with accounting 
principles generally accepted in the United States of America. We believe that the results of our 
procedures provide a reasonable basis for our conclusion. 


Accountant's Conclusion 

Based on our review, we are not aware of any material modifications that should be made to the 
accompanying financial statements in order for them to be in accordance with accounting 
principles generally accepted in the United States of America. 


Signature of accountant or firm 
Accountant's city and state 
Date 


The accountant may be engaged to report on comparative financial statements in which the prior 
year's financial statements had been audited but the audit report on the prior period's financial 
statements is not being reissued. The accountant's review report will be the same as an 
unmodified report for comparative financial statements with the addition of an other-matter 
paragraph that indicates: 

e The prior period’s financial statements had been audited; 

e The date and type of opinion issued on the prior periods financial statements, including 

substantive reasons for any modification; and 
e hat no audit procedures have been applied since the date of the previous report. 
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If Current Year is Reviewed and the Previous Year was Audited 


INDEPENDENT ACCOUNTANT'S REVIEW REPORT 
(Comparative F/S, P/Y Audited, C/Y Reviewed) 


Standard 15, 2"¢, 3" and 4" paragraphs: 


(Other-Matter Paragraph) 

The 20X1 financial statements were audited by us (other accountants) and we (they) 
expressed an unmodified opinion on them in our (their) report dated March 1, 20X2, but 
we (they) have not performed any auditing procedures since that date. 


Emphasis-of-Matter & Other-Matter Paragraphs 


An emphasis-of-matter paragraph is used whenever an accountant wishes to draw attention to a 
matter that has been properly accounted for and disclosed in the financial statements but, in the 
accountant's judgment, merits special attention in the report. An emphasis-of-matter paragraph 
will: 

e Immediately follow the accountant’s conclusion; 

e Have a heading specifying “Emphasis of a Matter” or another suitable heading; 

e Include a clear reference to where the matter is described in the financial statements; and 

e Specify that the accountant’s conclusion is not modified with respect to the matter being 

emphasized. 


An other-matter paragraph is appropriate when the accountant considers it necessary to 
communicate a matter that is not, nor is it required to be, presented or disclosed in the financial 
statements but which the accountant believes to be relevant in enabling users to better 
understand: 

e The review; 

e The accountant’s responsibilities; or 

e The review report. 


An other-matter paragraph will be presented immediately after the accountant’'s conclusion and 
any emphasis-of-matter paragraphs. 


An emphasis-of-matter or other-matter paragraph is required in any of the following situations: 

e Financial statements prepared in accordance with a special purpose framework; 

e Achange ina reference to a departure from the applicable financial reporting framework 
on prior period financial statements presented on a comparative basis; 

e When prior period financial statements being presented on a comparative basis were 
audited; 

e A material departure from the applicable financial reporting framework known to the 
accountant; 

e Amodification to prior period financial statements presented on a comparative basis 
resulting from facts discovered subsequent to the release of the accountant’s report and 
affecting the prior period’s report; 

e Supplementary information accompanies the reviewed financial statements; and 

e The applicable financial reporting framework provides for required supplementary 
information. 


When the accountant intends to include an emphasis-of-matter or other-matter paragraph in the 
review report, management should be informed of the expectation and the proposed wording. 
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Known Departure from the Applicable Financial Reporting Framework 


When the CPA is aware of a departure from the applicable financial reporting framework, 
which may be in the form of inadequate disclosure, the accountant’s review report will be 
modified. 


The departure will be disclosed in a separate paragraph, immediately following the accountant’s 
conclusion, that will be headed “Known Departure From Accounting Principles Generally Accepted 
in the United States of America [or describe an alternative applicable financial reporting framework]". 
e The effects of the departure will be disclosed if they have been determined by 
management; 
e If the effects have not been determined, the paragraph will so indicate. 


INDEPENDENT ACCOUNTANT’S REVIEW REPORT 
(Departure from the Applicable Financial Reporting Framework) 


Standard 15, 2", and 3 paragraphs: 


Accountant's Conclusion 

Based on our review, except for the issue noted in the Known Departure from Accounting 
Principles Generally Accepted in the United States of America paragraph, we are not aware 
of any material modifications that should be made to the accompanying financial statements in 
order for them to be in accordance with accounting principles generally accepted in the United 
States of America. 


Known Departure from Accounting Principles Generally Accepted in the United States of 
America 

Accounting principles generally accepted in the United States of America require that 
investments in marketable securities classified as available for sale be stated at market 
value with unrealized gains and losses recognized in other comprehensive income, a 
component of stockholders’ equity. Management has informed us that X Company has 
stated its investments in available for sale securities at cost and that if accounting 
principles generally accepted in the United States of America had been followed, the 
investment account and stockholders’ equity account would have been decreased by 
$150,000. 


The accountant’s review report may not be modified to indicate that the financial statements are 
not in conformity with the applicable financial reporting framework. If the accountant does not 
believe that disclosure adequately describes the deficiencies in financial reporting, the accountant 
should withdraw from the engagement and provide no further services in relation to those 
financial statements. 


The accountant may be engaged to review comparative financial statements in which the prior 
period financial statements had a GAAP departure that was subsequently remedied. When this is 
the case, the review report on the comparative financial statements will be the same as an 
unmodified report on comparative statements with the following other-matter paragraph added 
to the end: 
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INDEPENDENT ACCOUNTANT’S REVIEW REPORT 
(Changing Reference from Prior Year) 


Standard 15t, 2"4, 3'9, and 4" paragraphs: 


In our report dated March 1, 20X2 with respect to the 20X1 financial statements, we 
referred to a departure from accounting principles generally accepted in the United States 
of America because the company carried its land at appraised values. As described in Note 
X, the Company has changed its method of accounting for land and restated its 20X1 
financial statements to conform with accounting principles generally accepted in the 
United States of America. Accordingly, our present statement on the 20X1 financial 
statements, as presented herein, that we are not aware of any material modification that 
should be made to the accompanying financial statements is different from that expressed 
in the previous report. 


Restricting the Use of the Accountant's Review Report 


In some circumstances, the accountant is engaged to review financial statements that have been 
prepared in accordance with a special purpose framework. In some cases, where the framework is 
not widely known, only a limited number of potential users may be aware of the measurement or 
disclosure criteria applied in the framework. 


In other circumstances, the accountant may be engaged to review financial statements that have 
been prepared in accordance with a special purpose framework, such as a contractual basis of 
accounting, that have measurement and disclosure criteria that are only available to limited 
individuals, such as the parties to the contract. 


In either of these cases, or under similar circumstances, the accountant will wish to restrict 
distribution of the review report to those parties who have an adequate understanding of the 
criteria to be able to understand the financial statements and not misinterpret them. The 
accountant restricts the report with an alert in the form of a separate paragraph, stating: 
e The review report is intended solely for the information and use of specified parties, who 
are specified in the paragraph; and 
e The report in not intended for use, and should not be used, by parties other than those 
specified. 


F/S Prepared in Accordance with a Special Purpose Framework 


When financial statements are prepared in accordance with a special purpose financial 
reporting framework, the disclosures are required to include: 
e Adescription of the special purpose framework, including how it differs from GAAP; 
e Asummary of significant accounting policies; and 
e Disclosures that are comparable to those that would be required under GAAP. 


Failure to include any of this information represents a departure from the applicable financial 
reporting framework with a report modified accordingly. Assuming the appropriate disclosures 
are made, the accountant’s review report will be modified as follows: 
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e If the special purpose framework is a result of management's election, the report will refer 
to management's responsibility for determining that the special purpose framework is 
appropriate under the circumstances, 

e If the special purpose framework is a contractual or regulatory financial reporting 
framework, the report will either describe the purpose for which the financial statements 
are prepared or refer to a note in the financial statements that does so. 


The review report will also include an emphasis-of-matter paragraph with an appropriate 
heading. The paragraph will: 
e Inform users that the financial statements are prepared in accordance with the applicable 
special purpose framework; 
e identify the note to the financial statements that describes the framework; and 
e State that the applicable framework is a basis of accounting other than GAAP. 


In certain circumstances, an other-matter paragraph with an appropriate heading will be added 
to the review report, following the emphasis-of-matter paragraph, restricting the use of the report 
to specified parties. This will be the case when: 

e The framework is a contractual or regulatory basis of accounting; 

e The basis of accounting requires an adequate understanding of measurement and 
disclosure criteria, which is held, in the accountant’s judgment, by a limited number of 
users; or 

e The measurement and disclosure criteria for the applicable framework are only available 
to a limited number of users. 


INDEPENDENT ACCOUNTANT’S REVIEW REPORT 
(Special Purpose Financial Reporting Framework - Contractual Basis) 


Board of Directors and Stockholders 
X Company 


We have reviewed the accompanying special purpose financial statements of X Company, which 
comprise the special purpose statement of assets and liabilities as of December 31, 20X2, and the 
related special purpose statements of revenues and expenses and of cash flows for the year then 
ended, and the related notes to the special purpose financial statements. A review includes 
primarily applying analytical procedures to management's financial data and making inquiries of 
company management. A review is substantially less in scope than an audit, the objective of which 
is the expression of an opinion regarding the financial statements as a whole. Accordingly, we do 
not express such an opinion. 


Management's Responsibility for the Financial Statements 

Management is responsible for the preparation and fair presentation of the special purpose 
financial statements in accordance with the basis of accounting pursuant to Section 3 of a loan 
agreement between First Bank and X Company; this includes determining that the basis of 
accounting used is an acceptable basis for the preparation of the special purpose financial 
statements in the circumstances. Management is also responsible for the design, 
implementation, and maintenance of internal control relevant to the preparation and fair 
presentation of the special purpose financial statements that are free from material 
misstatement, whether due to fraud or error. 


Accountant’s Responsibility 

Our responsibility is to conduct the review engagement in accordance with Statements on 
Standards for Accounting and Review Services promulgated by the Accounting and Review 
Services Committee of the AICPA. Those standards require us to perform procedures to obtain 
limited assurance as a basis for reporting whether we are aware of any material modifications 
that should be made to the special purpose financial statements for them to be in accordance 
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with the basis of accounting pursuant to Section 3 of a loan agreement between First Bank and X 
Company. We believe that the results of our procedures provide a reasonable basis for our 
conclusion. 


Accountant's Conclusion 

Based on our review, we are not aware of any material modifications that should be made to the 
accompanying special purpose financial statements in order for them to be in accordance with 
the basis of accounting pursuant to Section 3 of a loan agreement between First Bank and X 
Company. 


Basis of Accounting 

We draw attention to Note G of the special purpose financial statements, which describes the 
basis of accounting. The accompanying special purpose financial statements are prepared for the 
purpose of complying with Section 3 of a loan agreement between First Bank and X Company and 
the basis of accounting discussed in Note G, which is a basis of accounting other than accounting 
principles generally accepted in the United States of America. Our conclusion is not modified with 
respect to this matter. 


Restriction on Use of Report 

This report is intended solely for the information and use of the boards of directors and 
managements of X Company and First Bank and is not intended to be, and should not be, used by 
anyone other than those specified parties. 


Signature of accountant or firm 
Accountant's city and state 
Date 


Going Concern Considerations 


Evidence obtained during the course of the review engagement may indicate uncertainty as to the 
entity's ability to continue as a going concern for a reasonable period of time, typically one year 
from the date of the financial statements or the date on which the financial statements are 
available to be issued, which is the date of the accountant’s report. When this is the case: 

e If the accountant is satisfied that management has adequately disclosed the going concern 
issue, the conclusion will not be modified and the only modification of the report may be in 
the form of an emphasis-of-matter paragraph drawing attention to management's 
disclosure of the issue, at the discretion of the accountant. 

e If the accountant is not satisfied that management has adequately disclosed the going 
concern issue, the accountant will treat it as a departure from the applicable financial 
reporting framework and handle it accordingly. 


Subsequent Events 


Upon becoming aware of subsequent events that may require reporting or disclosure in the 
financial statements, the accountant will evaluate how the event is reflected in the financial 
statements. 

e If the subsequent event is appropriately accounted for or disclosed, as required, the 
accountant may decide to include an emphasis-of-matter paragraph in the report to draw 
attention to the matter. 

e If the subsequent is not appropriately accounted for or disclosed, the accountant will treat 
it as a departure from the applicable financial reporting framework and modify the report 
or take other action, as appropriate. 


The date on which the accountant has obtained sufficient review evidence to support the 
accountant's conclusion is the date of the report and is also the date on which the financial 
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statements are available to be issued. The client may not necessarily issue them immediately, 
however, and there may be a period of time between the date on which they are available to be 
issued and their actual release date. 


Although the accountant is not required to perform any procedures during that period, the 
accountant may still become aware of information that may have affected the financial statements 
or the accountant’s review report if the subsequently discovered facts had been known to the 
accountant prior to signing the report. When this occurs, the accountant should: 
e Discuss the matter with the client; 
e Determine if the financial statements need revision in terms of adjustment or additional 
disclosure; and 
e Determine how management intends to address the matter in the financial statements. 
e If management appropriately revises the financial statements, the accountant will: 
o Apply review procedures to the revision; and 
Either: 
= Date the accountant's review report as of the later date on which the 
additional procedures are completed; or 
= Dual date the report by retaining the original date as to the financial 
statements taken as a whole with the later date referenced exclusively to 
the revision, indicating that subsequent review procedures were also 
limited to that matter. 


If the accountant becomes aware of such information after the report has been released, the 
accountant will follow the same procedures by discussing it with the client and evaluating the 
client's intended means of addressing the matter. 


If management's response is to appropriately revise the financial statements, the accountant will: 
e Either apply the later date to the report or dual date it; and 
e Determine if management is taking the appropriate steps to make certain that those who 
received the previously issued financial statements are appropriately informed about the 
matter and instructed not to use the reviewed financial statements. 


If the financial statements are revised as a result of these subsequently discovered facts, the 
accountant's conclusion may differ from that in the original report. When that is the case, the 
revised report will include an emphasis-of-matter paragraph that will disclose: 

e The date of the previous report; 

e Adescription of the revisions; and 

e Substantive reasons for the revision. 


If the client does not make appropriate revisions to the financial statements, which have not yet 
been issued to third parties, the accountant should notify the client that the reviewed financial 
statements should not be made available to third parties. 


Under certain circumstances, the accountant may be required to take additional action. This 
would be the case when: 

e Regardless of whether or not the financial statements are revised, management may not 
take appropriate steps to prevent use of the previously released reviewed financial 
statements; or 

e The financial statements are not revised and management makes them available to third 
parties despite the accountant's notification that the reviewed financial statements should 
not be made available. 


©Roger CPA Review Page 7-41 


Section 7 Statements on Standards for Accounting & Review Services 


In these cases, the accountant should notify the client that the accountant will attempt to prevent 
future reliance on the accountant’s review report. If management persists in not taking 
appropriate action, the accountant should seek legal advice and may decide to do any or all of the 
following: 

e Notify management and governance that the review report is not to be used; 

e Notify relevant regulatory agencies that the accountant’s review report is not to be relied 
upon and request that the regulatory agency take appropriate steps to make the necessary 
disclosure; and 

e Notify known users of the financial statements that the accountant's review report should 
not be used. 


Work of Other Accountants 


The accountant may rely upon the work of other accountants who may have performed reviews or 
audits on significant components of the reviewed financial statements, such as consolidated or 
unconsolidated subsidiaries or significant investees. When that is the case, the accountant should 
communicate with the other accountant to make certain that: 

e The other accountant is aware that reviewed financial statements will include that 
component; 

e The audit or review report on the component will be relied upon; 

e When applicable, the review report will refer to the audit or review report of the 
component; 

e The other accountant is familiar with the applicable financial reporting standards and 
relevant professional standards to enable performance of the audit or review in conformity 
with them; and 

e Review procedures will be applied to the elimination of intercompany activity and the 
uniformity of accounting policies and practices of the component in relation to those of the 
reviewed entity. 


If the accountant decides not to take responsibility for the work of the accountant performing the 
audit or review of the component, the accountant will make reference to the audit or review of the 
other accountant in the review report. The reference should clearly indicate: 
e That the accountant used the work of other accountants; and 
e The magnitude of the portion of the financial statements attested to by the other 
accountants. 


Supplementary Information Accompanying Reviewed Financial Statements 


When supplementary information accompanies reviewed financial statements, the accountant will 
indicate the degree of responsibility the accountant is taking in relation to the supplementary 
information. This may be done in either an other-matter paragraph in the accountant's review 
report or a separate report on the supplementary information. The other-matter paragraph or 
separate report will state: 

e The supplementary information is the representation of management and is derived from, 
and relates directly to, the underlying accounting and other records used to prepare the 
financial statements; 

e That it is not a required part of the financial statements, but rather is provided for further 
analysis; and 

e Ifthe accountant has reviewed the supplementary information, that: 
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o It has been reviewed, applying the review procedures applied in the accountant's 
review of the basic financial statements; 

o Whether the accountant is aware of any material modifications required in order 
for it to be in accordance with the applicable financial reporting framework; and 

o It has not been audited and, accordingly, no opinion is expressed. 

If the accountant has not reviewed the supplementary information that: 

o It has not been audited or reviewed; and 

o The accountant does not express an opinion, a conclusion, nor provide any 
assurance in relation to the supplementary information. 


Required Supplementary Information 


When the applicable financial reporting framework under which the financial statements were 
prepared requires supplementary information, the accountant's report will be modified to include 
an emphasis of matter paragraph that will indicate whichever of the following are applicable: 


The required supplementary information is included and: 
o The accountant performed a compilation engagement upon it; 
o The accountant reviewed it; or 
o The accountant did not compile, review, or audit it. 
The required supplementary information is omitted. 
Some required supplementary information is presented in accordance with prescribed 
guidelines and some is missing. 
There are departures from the prescribed guidelines. 
There are unresolved doubts as to whether or not the required supplementary information 
is presented in accordance with the prescribed guidelines. 


When some or all of the required supplementary information is presented that was not compiled 
or reviewed by the accountant, certain items will be included in the other-matter paragraph: 


The required supplementary information is required to be presented to supplement the 
basic financial statements by the applicable financial reporting framework, which considers 
the required supplementary information essential to a proper understanding of the 
financial statements. 

The required supplementary information presented was not subjected to compilation, 
review, or audit and, as a result, no opinion is expressed nor is any assurance provided. 

A description of any required supplementary information that has been omitted along with 
an indication that, although not part of the basic financial statements, the applicable 
financial reporting framework requires it to be an essential part of financial reporting. 

Any material departures from prescribed guidelines for reporting on or presenting the 
required supplementary information. 

Any doubts the accountant may have about whether material modification to the required 
supplementary information is required in order for it to be in accordance with the 
guidelines prescribed by the applicable financial reporting framework. 


‘When required supplementary information is omitted in its entirety, the other-matter paragraph 
will indicate that: 


Information required by the applicable financial reporting framework to accompany the 
financial statements has been omitted by management; and 

Although not a part of the basic financial statements, the omitted information is 
considered by the standard setter responsible for the applicable financial reporting 
framework to be essential. 
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There are certain circumstances that require the accountant to withdraw from the engagement 
without issuing a report, including: 
e A limitation by the client on the scope of the accountant's inquiries and/or analytical 
procedures. 
e Departures from GAAP that are so numerous or extreme as to make a modification of 
the report inadequate to deal with them. 
e Client refuses to provide a representation letter for a Review. 


A client occasionally requests that the accountant perform a compilation or review of the balance 
sheet only, and not the other financial statements. So long as there is no limitation placed on the 
scope of the inquiries and analytical procedures, the accountant may accept such an engagement 
and report on the balance sheet (limited reporting engagement). 


Documentation in a Review Engagement 


The accountant’s documentation for a review engagement is required to include: 

e The engagement letter 

e Communication with management regarding fraud or noncompliance with applicable laws 
and regulations 

e Communication with management if the accountant expects the report to include an 
emphasis-of-matter or other-matter paragraph 

e Communication with other accountants that have audited or reviewed significant 
components of the financial statements 

e Representation letter 

e Reviewed financial statements 

e Review report 
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Lecture 7.08 - Comparison of Engagements, Interim 
Review (10Q) & Codified SSARS (ar-c) 


It may be useful to restate the differences between the four types of engagements available for 
non-public entities as a hierarchy. Although the following list is not exhaustive, it covers nearly all 
of the differences addressed on previous CPA exams. 


For preparation of F/S, compilations, reviews, and audits, the accountant must: 
e Obtain an Engagement letter, signed by both the client and the accountants firm; and 
e Understand the applicable accounting framework and significant accounting policies of 
the client. 


For compilations, reviews, and audits, the accountant must: 
e Read the financial statements and notes to ensure free of obvious material error and in 
appropriate form; and 
e Communicate any illegal acts in the form of noncompliance with applicable laws or 
regulations that are not clearly inconsequential and any fraud, regardless of materiality, to 
the appropriate level of management and to the accountant's legal counsel. 


In addition, the accountant: 

e May add additional paragraph to emphasize a matter such as a going concern doubt, a 
material subsequent event or a change in accounting principle or estimate. 

e May be required to indicate a lack of independence if performing a compilation when not 
independent. 


For reviews and audits, the accountant must: 
e Have or obtain knowledge of the client's industry and its accounting practices. 
e Be independent of the client; 
e Obtain a management representation letter; 
e Make inquiries of company personnel; and 
e Apply analytical procedures to the financial data. 


For audits, the accountant must: 
e Obtain and document an understanding of internal control; 
e Assess Risk of Material Misstatement; 
e Perform tests involving inspection, observation, and confirmation; 
e Evaluate the client’s assessment as to whether there is substantial doubt about the ability 
of the client to continue as a going concern for a reasonable period of time; 
e Perform inquiries of the client's attorney; and 
e Apply analytical procedures to the detailed financial records and corroborative evidence. 
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Summary Comparison Chart 


Required for Required Required 
Preparation | Required for for for 
TASK Engagement | Compilation Review Audit 


Obtain signed engagement letter 


Understanding of the applicable financial 
reporting framework and significant 
accounting policies 

Read the financial statements and notes to 
ensure free of material error and in 
appropriate form. 

Obtain knowledge of the accounting 
principles and practices of the entity’s 
industry. 

Have a general understanding of the client's 
business transactions and accounting records. 
Make inquiries concerning actions taken at 
board of directors’ meetings. 

Communicate with the predecessor 
accountant to obtain access to the 
predecessor's audit documentation. 

Obtain an understanding of the entity's 
internal controls. 

Perform analytical procedures designed to 
identify relationships that appear to be 
unusual. 


meseme || w || ves 
misstatement (RMM). 

Send a letter of inquiry to the entity's attorney 

to corroborate the information furnished by 

Management concerning litigation. 

e a e aa e a Tale vee 


Study the relationship of the financial 
statement elements that would be expected 
to conform to a predictable pattern. 


Make reference in the report about events 

subsequent to the date of the financial 

statements that would have a material effect 

on the financial statements. Yes Yes 
Modify the accountants report with an 

emphasis-of-matter paragraph if there is a 

change in accounting principles that is 

adequately disclosed. Yes Yes 


Make reference in the report in an emphasis- 
of-matter paragraph if there is substantial 
doubt about the entity's ability to continue as 


a going concern. No Yes Yes Yes 
Maintain independence with respect to the No, may 
entity. disclose 

No reasons Yes Yes 
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Downgrading an Engagement 


Occasionally, an accountant will be in the midst of an audit of a non-public entity, and the client will 
request that the engagement be downgraded to a review or compilation. Similarly, an accountant 
performing a review may be asked to downgrade to a compilation. In such circumstances, the 
accountant should carefully consider: 
e The reasons offered by the client for the downgraded engagement (Change in 
circumstances or a misunderstanding of the nature of an audit, review or compilation). 
e The additional Effort and additional Cost needed to complete the original engagement. 


If the request of the client is reasonable, the accountant will switch to the downgraded 
engagement. It is important that the report resulting from such an engagement make no 
reference to the original engagement or the reasons for the downgrade, as it would only serve to 
confuse the reader as to the nature of the work performed by the accountant. If the reasons are 
not justifiable, the accountant should consider withdrawing from the engagement. 


Review of Interim F/S (10Q) (AS 4105, AU-C 930, & AR-C 90) 


While the annual financial statements of a public (issuer) client may be audited, the quarterly 
(interim) information typically is not. Instead, the auditor of the annual financial statements will 
normally perform a review of interim financial information. The accountant is required to 
establish an understanding with their client regarding the services to be performed in an 
engagement to review interim financial information. 


Like all reviews, this engagement consists principally of inquiries of company personnel (including 
reading minutes of board and shareholder meetings) and analytical procedures applied to financial 
data, and results in the expression of limited assurance (negative assurance) by the 

accountant. The difference is that a review of interim information may be performed for a public 
company according to clarified SAS (AU-C Audit Standards), while compilations and reviews of 
annual financial statements under SSARS are specifically restricted to non-public entities. 


These interim reviews are performed under the clarified SAS (as opposed to SSARS) when: 
e The entity's latest annual financial statements have been audited; 
Either: 
o The accountant has been engaged to audit the entity's current year financial 
statements, or 
o The accountant audited the entity's latest annual financial statements and expects 
to be engaged to audit the current year financial statements; and 
e The same financial reporting framework used to prepare the annual financial statements is 
used for the interim financial information. 


If all of these conditions are not met, a review of interim financial information is required to be 
performed in accordance with SSARS. 


The report will indicate that the accountant is unaware of any material modifications that should 
be made to the interim information in order for it to conform to GAAP. This report may be utilized 
by an underwriter in connection with a public offering of securities under the Securities Act of 
1933, but the report itself is not a part of the registration statement. 


Where the review is of a public company under the jurisdiction of the PCAOB, the report must be 
changed in a few ways: 
1. The title of the page is “Report of Independent Registered Public Accounting Firm.” 
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2. The report must not refer to Statements on Standards for Accounting and Review Services 
of the American Institute of Certified Public Accountants, and instead refer to “the 
standards of the Public Company Accounting Oversight Board (United States).” 

3. Below the signature of the CPA-in-charge must be listed the city and state (or city and 
country for non-U.S.-practitioners) of the office where the accountant is based. 


Some of the required procedures that an accountant must perform in an interim review 
engagement include: 

e Comparing disaggregated revenue data, for example comparing revenue by month and by 
product line or business segment for the current interim period with that of comparable 
prior periods. 

e Obtaining evidence that the interim financial information agrees or reconciles with the 
accounting records. 

e Inquiring of management who have responsibility for financial and accounting matters 
about their knowledge of any fraud or suspected fraud affecting the entity. 

e Having (or obtaining during the engagement) knowledge of the accounting principles and 
practices of the client's industry. 

e Having a general understanding of the client's business transactions and accounting 
records. 

e Reading the financial statements and notes to ensure that they are free of material error 
and appropriate in form. 


May Modify Interim Review report for: 

e Comparative interim financial information 

e Division of responsibility (Group audit engagement) 
e Departures from GAAP 

e Inadequate Disclosure 

e Going Concern Doubts 

e Lack of Consistency 

e Emphasis of a matter 
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 


To the shareholders and the board of directors of ABC Company 


Results of Review of Interim [Financial Information or Statements] 


We have reviewed the accompanying [describe the interim financial information or statements 
reviewed] of ABC Company (the "Company") and consolidated subsidiaries as of September 30, 
20X1, and for the three-month and nine-month periods then ended, and the related notes [and 
schedules] (collectively referred to as the "interim financial information or statements"). Based on 
our review, we are not aware of any material modifications that should be made to the 
accompanying interim financial information (statements) for it (them) to be in conformity with 
accounting principles generally accepted in the United States of America. 


Basis for Review Results 


This (These) interim financial information (statements) is (are) the responsibility of the Company's 
management. We conducted our review in accordance with the standards of the Public Company 
Accounting Oversight Board (United States) ("PCAOB"). A review of interim financial information 
consists principally of applying analytical procedures and making inquiries of persons responsible 
for financial and accounting matters. It is substantially less in scope than an audit conducted in 
accordance with the standards of the PCAOB, the objective of which is the expression of an 
opinion regarding the financial statements taken as a whole. Accordingly, we do not express such 
an opinion. 


[Signature] 
[City and State or Country] 


[Date - completion of the review procedures] 


Compilation of Pro Forma Financial Information (AR-C 120) 


When SSARS 21 was issued, it replaced all of the existing standards for compilation and review 
engagements by re-writing them in the clarity format, with the exception of AR Section 120, 
Compilation of Pro Forma Financial Information. It was re-written applying clarity protocol with the 
issuance of SSARS 22, which was issued in September 2016 and became effective May 1, 2017, 
creating AR-C Section 120. 


Pro forma financial information consists of historical financial information that is derived from 
historical financial statements of an entity, but modified to reflect what management believes the 
financial statements would have looked like if certain decisions had or had not been made, 
affecting the period being presented. These decisions may relate to a specific transaction or event 
such as a business combination, disposal of a business segment, making a significant capital 
expenditure, or a change in the form of business organization. 


An accountant may assist a client in presenting pro forma financial information without issuing a 
compilation report. Such an engagement is a nonattest engagement and the accountant is subject 
to the applicable sections of the code of professional conduct, but there are currently no 
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professional standards to be followed in its conduct. When an accountant is engaged to report on 
pro forma information, the accountant is required to comply with the applicable standards. As a 
result, when engaged to report on pro forma financial information, the accountant would perform 
a compilation in accordance with SSARS. 


AR-C 120 specifies that the objective of the accountant in a compilation of pro forma financial 
information is to apply accounting and financial reporting expertise to assist management in the 
presentation of pro forma financial information and report in accordance with this section (AR-C 
120) without undertaking to obtain or provide any assurance on the pro forma financial 
information. 


As is true of other SSARS engagements, the accountant is required to apply AR-C Section 60, the 
General Principles for Engagements Performed in Accordance with SSARS. In addition, as is true 
for any compilation engagement, the accountant is required to determine whether independence 
has been impaired. If it has been, the accountant may still accept the engagement but the 
compilation report will be required to indicate the lack of independence. 


Acceptance and Continuance of the Engagement and the Client Relationship 

AS a prerequisite to acceptance, management is required to acknowledge and accept its 
responsibilities, which include responsibility for the preparation and fair presentation of the pro 
forma financial information in accordance with the applicable financial reporting framework. Even 
if the accountant prepares the pro forma financial information, which would be done ina 
nonattest bookkeeping engagement, the client is required to take responsibility for the 
preparation and fair presentation of the information. 


Due to the unique nature of pro forma financial information, the client is required to agree that, in 
any document containing the compiled pro forma financial information, the following will be 
included: 

e The complete financial statements for the entity for the immediately preceding period. 

o In some cases, the financial statements for the most recent period may not have 
yet been prepared. When that is the case, the financial statements for the period 
preceding that are to be included. 

e If the pro forma financial information is for an interim period, the historical financial 
information for that period is to be included. 

o It may be in condensed form. 

o Ifthe financial statements for that interim period are not available, those for the 
most recent period available should be included. 

e If the pro forma financial information is related to a business combination, the financial 
information for all significant constituent entities should be included. 

o The financial statements that are included, either those of the entity or those of all 
constituent entities in the case of a business combination, are to have been 
subjected to a compilation, review, or audit engagement. 

e The accountant's audit, review, or compilation report on the included financial statements 
should also be included. 

o Making the report available is sufficient. 


Pro forma financial information is to be accompanied by a summary of significant assumptions 
so that users will understand not only the framework but also management's plans that are 
being considered or events that are being planned for. 
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The client is expected to agree to obtain the accountant’s permission to include the 
compilation report in any document containing the pro forma financial information when it 
indicates that the information has been compiled. The permission should be obtained prior to 
the inclusion of the information. 


If any of the conditions are not met to the accountant’s satisfaction, the matters should be 
discussed with the client’s management so that the accountant can make an appropriate 
decision regarding whether to accept the engagement. 


Agreement on Engagement Terms 


In an engagement letter, continuing the signatures of both the accountant, or the accountant’s 
firm, and the appropriate representative from the client, either management or those responsible 
for governance, the terms of the engagement should be agreed upon and documented. The 
engagement letter should include: 
e The objectives of the engagement; 
e Management's responsibilities; 
e The accountant’s responsibilities; 
e The limitations of the compilation engagement; 
e Identification of the applicable financial reporting framework, according to which the pro 
forma financial information has been prepared; and 
e The expected form and content of the accountant’s compilation report with an indication 
that circumstances may require a report that may differ in form or content. 


As is the case in all compilations, the accountant is required to have or obtain an 
understanding of the financial reporting framework in accordance with which the pro forma 
financial information is being prepared. This will include the client's significant accounting 
policies and, if a business combination is involved, those of the constituent entities. 


Compilation Procedures 


The same procedures as those required for any compilation are required, however, they may need 
some modification to adapt to the fact that the information is pro forma, as opposed to historical, 
financial information. In addition, the accountant should: 

e Obtain an understanding of the event or transaction underlying the pro forma financial 
information; 

e Ascertain that management has fulfilled its responsibilities to include the historical 
financial information indicated above, that the information has been subjected to a 
compilation, review, or audit engagement, and that the report has been included in the 
document or made readily available. 


The Accountant's Compilation Report 


The accountant’s compilation report is required to be in writing and to comply with all of the 
requirements delineated in AR-C Section 80, as discussed above. In addition, the report should 
include a reference to the historical financial statements from which the information was derived, 
indicating whether the information had been subjected to an audit, a review, or a compilation. Any 
modifications of the report on the historical information should be referenced and the nature and 
limitations of pro forma financial information should be described. 
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Accountant's Compilation Report (Pro Forma) 


ACCOUNTANT’S COMPILATION REPORT 
(Pro Forma) 


Management is responsible for the accompanying pro forma condensed balance sheet of X 
Company as of December 31, 20X1, and the related pro forma condensed statement of income 
for the year then ended (pro forma financial information), based on the criteria in Note 1. The 
historical condensed financial statements are derived from the financial statements of X 
Company, on which we performed a compilation engagement, and of A Company, on which 
other accountants performed a compilation engagement. The pro forma adjustments are based 
on management's assumptions described in Note 1. We have performed a compilation 
engagement in accordance with Statements on Standards for Accounting and Review Services 
promulgated by the Accounting and Review Services Committee of the AICPA. We did not 
examine or review the pro forma financial information nor were we required to perform any 
procedures to verify the accuracy or completeness of the information provided by management. 
Accordingly, we do not express an opinion, a conclusion, nor provide any form of assurance on 
the pro forma financial information. 


The objective of this pro forma financial information is to show what the significant effects on 
the historical financial information might have been had the underlying transaction (or event) 
occurred at an earlier date. However, the pro forma condensed financial statements are not 
necessarily indicative of the results of operations or related effects on financial position that 
would have been attained had the above-mentioned transaction (or event) actually occurred at 
such earlier date. 


An additional paragraph may be added to emphasize certain matters relating to the 
compilation engagement or the subject matter. If it refers to information that is properly 
accounted for and disclosed, an emphasis-of-matter paragraph will be used. If it is to provide 
information about the engagement or the subject matter that is not required to be disclosed 
but, in the accountant’s judgment, will be useful to the users of the information, it will be in an 
other-matter paragraph. 


The report will also include the accountant’s city and state, the date of the report, and the 
accountant’s signature or that of the firm. 


Documentation Required for a Compilation of Pro Forma Financial Information 
As is true for all professional engagements, documentation should be sufficient to provide a clear 
understanding of the work performed. It should include, as a minimum: 

e The engagement letter or other documentation of the understanding; 

e The results of procedures performed; 

e A copy of the pro forma financial information; and 

e A copy of the compilation report. 


Compilation Reports on F/S Included in Certain Prescribed Forms 


An accountant may be engaged to report on financial statements that are included in a prescribed 
form, which is any standard preprinted form designed or adopted by the body to which it is to be 
submitted. This may bea bank or other financial institution, a governmental or regulatory agency, 
trade association, or some other body whose primary concern is not the sale and trading of 
securities. 
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If the accountant is aware of a departure from the requirements of the prescribed form or some 
other circumstance that would require the issuance of a modified compilation report, the same 
modifications would be made to the report on financial statements included in a prescribed form. 


Assuming the accountant has no reason to modify the report, it will be very similar to an 
unmodified compilation report with the following exceptions 
1. The report will refer to the prescribed form. 
2. It will include an explanatory paragraph describing that the financial statements are not 
intended to conform to GAAP. 
3. It will include a paragraph restricting the use of the financial statements and the report. 


ACCOUNTANT’S COMPILATION REPORT 
(Prescribed Form) 


Management is responsible for the accompanying financial statements of X Company included 
in the accompanying prescribed form, which comprise the balance sheet as of December 31, 
20X2 and the related statements of income, changes in stockholders’ equity, and cash flows for 
the year then ended, and the related notes to the financial statements in accordance with 
accounting principles generally accepted in the Unites States of America. We have performed a 
compilation engagement in accordance with Statements on Standards for Accounting and 
Review Services promulgated by the Accounting and Review Services Committee of the AICPA. 
We did not audit or review the financial statements included in the accompanying prescribed 
form nor were we required to perform any procedures to verify the accuracy or the 
completeness of the information provided by management. Accordingly, we do not express an 
opinion, a conclusion, nor provide any form of assurance on these financial statements. 


The financial statements presented in the accompanying prescribed form are presented 
in accordance with the requirements of [name of body], and are not intended to be a 
presentation in accordance with accounting principles generally accepted in the United 
States of America. 


This report is intended solely for the information and use of [the specified parties] and is 
not intended to be and should not be used by anyone other than these specified parties. 


Communications between Predecessor and Successor Accountants 


e Not required, but if chose to do, would follow the guidance provided for “communication 
prior to accepting an audit engagement” discussed in a previous section. The goal is to 
obtain info that is useful in deciding whether to accept the engagement. Including (RID): 

o Reasons for the change 
o Integrity of management 
o Disagreements with management about accounting principles 
= Must obtain permission from client to obtain access to predecessor's 
workpapers. 
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Reporting on Personal F/S Included in Written Personal Financial Plans 


e Financial statements in personal financial plans need not be compiled, reviewed, or 
audited (per SSARS) if the statements are to be used to assist the client in developing 
financial goals and objectives, and will not be used to obtain credit. 

e The accountant's report should state that the financial statements: 

o Are for the financial plan 

o May be incomplete or contain GAAP departures and should not be used for other 
purposes, and 

o Have not been audited, reviewed, or compiled. 


Passage from a Personal Financial Statement Report 


The accompanying Statement of Financial Condition of ABC Co, as of December 31, 20X1, was 
prepared solely to help you develop your personal financial plan. Accordingly, it may be 
incomplete or contain other departures from GAAP and should not be used to obtain credit or 


for any purposes other than developing your financial plan. We have not audited, reviewed or 
compiled the statement. 
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Lecture 7.09 - Compilations & Reviews - Class Questions 


9. Which of the following procedures would an accountant least likely perform during an 
engagement to review the financial statements of a nonissuer (nonpublic entity)? 


Observing the safeguards over access to and use of assets and records. 

Comparing the financial statements with anticipated results in budgets and forecasts. 
Inquiring of management about actions taken at the board of directors’ meetings. 
Studying the relationships of financial statement elements expected to conform to 
predictable patterns. 


anov 


10. Which of the following procedures should an accountant perform during an engagement to 
review the financial statements of a nonissuer (nonpublic entity)? 


a. Communicating significant deficiencies discovered during the assessment of the risk of 
material misstatement. 

b. Obtaining a client representation letter from members of management. 

c. Sending bank confirmation letters to the entity's financial institutions. 

d. Examining cash disbursements in the subsequent period for unrecorded liabilities. 


11. Baker, CPA, was engaged to review the financial statements of Hall Co., a nonissuer 
(nonpublic) entity. During the engagement Baker uncovered a complex scheme involving 
client noncompliance (illegal acts) that materially affect Hall's financial statements. If Baker 
believes that modification of the standard review report is not adequate to indicate the 
deficiencies in the financial statements, Baker should 


Disclaim an opinion. 

Issue an adverse opinion. 
Withdraw from the engagement. 
Issue a qualified opinion. 


anov 


12. An accountant's standard report on a review of the financial statements of a nonissuer 
(nonpublic entity) should state that the accountant 


a. Does not express an opinion or any form of limited assurance on the financial 
statements. 

b. Is not aware of any material modifications that should be made to the financial 
statements for them to conform with GAAP. 

c. Obtained reasonable assurance about whether the financial statements are free of 
material misstatement. 

d. Examined evidence, on a test basis, supporting the amounts and disclosures in the 
financial statements. 
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13. The objective of a review of interim financial information of an issuer (public entity) is to 
provide an accountant with a basis for reporting whether 


a. Material modifications should be made to conform to generally accepted accounting 
principles. 

b. Areasonable basis exists for expressing an updated opinion regarding the financial 
statements that were previously audited. 

c. Condensed financial statements or pro forma financial information should be included 
in a registration statement. 

d. The financial statements are presented fairly in accordance with generally accepted 
accounting principles. 


14. Kell engaged March, CPA, to submit to Kell a written personal financial plan containing 
unaudited personal financial statements. March anticipates omitting certain disclosures 
required by GAAP because the engagement's sole purpose is to assist Kell in developing a 
personal financial plan. For March to be exempt from complying with the requirements of 
Statements on Standards for Accounting and Review Services, Kell is required to agree that 
the 


a. Financial statements will not be presented in comparative form with those of the prior 
period. 
Omitted disclosures required by GAAP are not material. 

c. Financial statements will not be disclosed to a non-CPA financial planner. 

d. Financial statements will not be used to obtain credit. 


Class Solutions 


9. (a) When performing a review, in addition to having or obtaining an understanding of the 
client and its business, the accountant is required to make inquiries of management (c) and 
perform analytical procedures, which involve developing expectations based on relationships 
among financial statement elements that have predictable patterns (d) and comparing actual 
results to expectations, which may also include those indicated in budgets and forecasts (b). 
The accountant is not required to obtain an understanding of internal control in a review 
engagement and, as a result, would probably not observe controls such as safeguards over 
access to and use of assets. 


10. (b) When performing a review, the accountant is required to have or obtain an understanding 
of the client and its business, perform inquiries and analytical procedures, and obtain a letter 
of representation from the client. The accountant is not required to obtain an understanding 
of internal control and would therefore not be responsible for communicating significant 
deficiencies (a). Substantive tests, including sending bank confirmation letters (c) and 
examining cash disbursements (d) are performed in an audit but not in a review. 


11. (c) Upon uncovering an act of noncompliance, or illegal act, that has a material effect on the 
financial statements, the Accountant will determine if issuing as modified report will be 
sufficient to meet the needs of financial statement users. If so, a modified review report 
would be issued. If not, the accountant should withdraw from the engagement. Since a 
review engagement does not result in the expression of an opinion by the accountant, it 
would not be appropriate to issue a report with a disclaimer of opinion (a), an adverse 
opinion (b), or a qualified opinion (d). 
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12. (b) The unmodified review report indicates that the accountant is not aware of any material 
modifications that should be made to the financial statements in order for them to be in 
conformity with GAAP. This is a form of limited assurance and, although the accountant does 
not express an opinion in a review report, limited assurance is provided (a). The accountant 
obtains reasonable assurance about the absence of material misstatements (c) in an audit 
but not in a review. Likewise, evidence supporting amounts and disclosures in the financial 
statements (d) is examined in an audit but a review involves obtaining knowledge of the 
client, performing inquiries and analytical procedures, and obtaining a letter of 
representation without the requirement to examine evidence supporting amounts and 
disclosures. 


13. (a) A review, whether performed in relation to interim information of an issuer, or the interim 
or annual financial statements of a nonissuer, is designed to provide the accountant with 
limited assurance that the financial statements are not in need of material modifications to 
be in conformity with GAAP. Expressing an updated opinion regarding previously audited 
financial statements (b) would require the application of audit procedures. A review does not 
provide information that is helpful in determining that condensed financial statements or pro 
forma financial information should be included in a registration statement (c). An audit, not a 
review, would provide an accountant with a basis for indicating that the financial statements 
are presented fairly in accordance with GAAP (d). 


14. (d) An accountant is not required to issue a compilation report with unaudited personal 
financial statements that are included in a written personal financial plan as long as they will 
not be used to obtain credit. There is no restriction on presenting personal financial 
statements in comparative form (a). It is common for disclosures to be omitted in such 
circumstances and it is not determined on the basis of their materiality (b) but rather because 
they are largely not relevant to a personal financial plan. A written personal financial plan is 
often written by a non-CPA financial planner (c) and there is no restriction preventing an 
accountant from assisting a client in preparing unaudited personal financial statements that 
will be disclosed to a non-CPA financial planner. 
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Task-Based Simulation 1 
1 — 
The unio E Ul S amr 
CPA Examination 


Items 1 through 14 consists of items pertaining to possible deficiencies in an accountant’s review 
report. Select the best answer for each item. 


Jordan & Stone, CPAs, audited the financial statements of Tech Co., a nonpublic entity, for the year 
ended December 31, 20X1, and expressed an unmodified opinion. For the year ended December 
31, 20X2, Tech issued comparative financial statements. Jordan & Stone reviewed Tech's 20X2 
financial statements and Kent, an assistant on the engagement, drafted the accountants’ review 
report below. Land, the engagement supervisor, decided not to reissue the prior year's auditors’ 
report, but instructed Kent to include a separate paragraph in the current year’s review report 
describing the responsibility assumed for the prior year’s audited financial statements. This is an 
appropriate reporting procedure. 


Land reviewed Kent's draft and indicated in the Supervisor’s Review Notes below that there were 
several deficiencies in Kent's draft. 


INDEPENDENT ACCOUNTANT'S REVIEW REPORT 


We have reviewed and audited the accompanying balance sheet of Tech Co. as of December 31, 20X2 and 
20X1, and the related statements of income, changes in stockholders’ equity, and cash flows for the years 
then ended in accordance with Statements of Standards for Accounting and Review Services and 
Statements on Auditing Standards issued by the American Institute of Certified Public Accountants. 


All information included in these financial statements is the representation of the management of Tech 
Co. 


Review standards require us to perform procedures to obtain limited assurance that there are no material 
modifications that should be made to the financial statements. A review consists principally of inquiries 
of company personnel and analytical procedures applied to financial data. It is substantially less in scope 
than an audit in accordance with generally accepted auditing standards, the objective of which is the 
expression of an opinion regarding the financial statements taken as a whole. 


Based on our review, we are not aware of any material modifications that should be made to the 20X2 
financial statements. Because of the inherent limitations of a review engagement, this report is intended 
for the information of management and should not be used for any other purpose. 


The 20X1 financial statements were audited by us and our report was dated March 2, 20X2. We have no 
responsibility for updating that report for events or circumstances occurring after that date. 


Jordan and Stone, CPAs 
March 1, 20X3 


Items 1 through 14 represent deficiencies noted by Land. For each deficiency, indicate whether 
Land is correct C or incorrect I in the criticism of Kent's draft. 
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Items to be Answered: 
Supervisor's Review Notes 


1. There should be no reference to the prior year’s audited financial statements in the first 
(introductory) paragraph. 


2. All the current-year basic financial statements are not properly identified in the first 
(introductory) paragraph. 


3. There should be no reference to the American Institute of Certified Public Accountants in the 
first (introductory) paragraph. 


4. The accountant’s review and audit responsibilities should be referenced in a paragraph that 
follows management's responsibilities. 


5. The second paragraph (management responsibility) does not adequately describe 
management's responsibilities. 


6. There should be no comparison of the scope of a review to an audit in the third (practitioner 
responsibility) paragraph. 


7. Limited assurance should be expressed on the current year’s reviewed financial statements 
in the third (management responsibility) paragraph. 


8. There should be a statement that no opinion is expressed on the current year's financial 
statements in the first (introductory) paragraph. 


9. There should be a reference to “conformity with accounting principles generally accepted in 
the United States” in the fourth paragraph. 


10. There should be no restriction on the distribution of the accountant’s review report in the 
third paragraph. 


11. There should be no reference to “material modifications” in the fourth paragraph. 


12. There should be an indication of the type of opinion expressed on the prior year’s audited 
financial statements in the fifth (separate) paragraph. 


13. There should be an indication that no auditing procedures were performed after the date of 
the report on the prior year’s financial statements in the fifth (separate) paragraph. 


14. There should be no reference to “updating the prior year’s auditor's report for events and 
circumstances occurring after that date” in the fifth (separate) paragraph. 
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Task-Based Simulation Solution 1 


1. C When reviewed financial statements are issued on a comparative basis with audited 
financial statements for a prior period, a review report should be issued along with 
either the reissuance of the prior period’s report or a separate paragraph describing the 
responsibility being assumed for the prior period's financial statements. Reference to 
the prior period's audited financial statements in the body of the review report, other 
than in a separate paragraph, is not appropriate. 


2. | All of the financial statements are identified by the reference to the balance sheet and 
the related statements of income, changes in stockholders’ equity, and cash flows. 


3. C Reference to the AICPA is made in the third paragraph, which indicates the accountants’ 
responsibilities, which include performing the engagement in accordance with SSARS 
promulgated by the ARSC of the AICPA. 


4. | Although the accountant's responsibilities in relation to the review are indicated in the 
third paragraph, following the paragraph containing management's responsibilities, it 
includes only the accountant’s responsibilities in relation to the review, not the audit. 


5. C The second paragraph (management responsibility) should indicate management's 
responsibility for the preparation and fair presentation of the financial statements as 
well as for the design, implementation, and maintenance (DIM) of internal control 
relevant to financial reporting. 


6. C The scope of a review is compared to the scope of an audit so that users will understand 
that a review does not provide as much assurance as an audit. It is, however, included 
in the first (introductory) paragraph, not the third (practitioner responsibility) paragraph. 


7. | Limited assurance should be expressed in the fourth paragraph (Accountant's 
Conclusion), following the accountant’s responsibility paragraph, not in the accountant’s 
responsibility paragraph itself. 


8. C  Areview report should contain an indication in the introductory paragraph that, since a 
review is less in scope than an audit, no opinion is expressed. 


9. C The fourth paragraph gives limited assurance that no modifications are necessary in 
order for the financial statements to conform to accounting principles generally 
accepted in the United States of America. 


10. C Unless the engagement was to report on financial statements that are restricted to 
internal use, it is not appropriate to indicate a restriction on the distribution of the 
report. 


114. | The fourth paragraph appropriately provides limited assurance by indicating that the 
accountant is not aware of any material modifications that need be made to the 
financial statements. 


12. C Since the previous period's report is not being reissued, a separate paragraph should 
include an indication of the type of report issued on the previous period's financial 
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statements, the date of the report and that no audit procedures have been performed 
since that date. 


13. C The separate paragraph should include an indication that no audit procedures were 
performed after the date of the report on the prior year’s financial statements. 


14. C Itis sufficient to indicate that no procedures were performed since the date of the 
report on the prior period's financial statements. There is no need for a reference to the 
fact that the report has not been updated for events and circumstances occurring after 
that date. 


Task-Based Simulation 2 


1 — 
q i rae | | M | s= i peed! 


Davidson has compiled the financial statements of Xavier's X-ray Service and is reviewing the 
compilation file to make certain that documentation is complete and adequate. Davidson wants to 
determine what the documentation should include. 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
the documentation requirements for a compilation engagement? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation 3 


2— | ? 
The Uniform 2 SUNT 
CPA Examination 3 —— e 


Stevenson's client has asked Stevenson to prepare financial statements that the client intends to 
distribute to the entity's lender and a few other interested parties. The client has indicated an 
inability to include a legend on each page indicating that "no assurance is provided" on the 
financial statements and Stevenson is considering what alternatives are available. 


1. Which title of the Professional Standards addresses this issue and will be helpful in 
understanding the alternatives available when the accountant is unable to include a statement 
on each page of the financial statements indicating that no assurance is provided on them? 


2. Enter the exact section and paragraph with helpful information. 
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The Uniform P M, 
CPA Examination 7 


Nelson had been engaged to audit the financial statements of Aviation, Inc. but, prior to the 
completion of the engagement, was asked to change the engagement to a review. Before Nelson 
agrees to change the engagement, there are certain things that should be considered. 


Oe 


1. Which title of Professional Standards addresses this issue & will be helpful in understanding 
the factors to consider when deciding to accept a change in an engagement from an audit toa 
review? 


2. Enter the exact section and paragraph with helpful information. 


Task-Based Simulation Solution 2 
AR-C 80 40 


Task-Based Simulation Solution 3 
AR-C 70 14 


Task-Based Simulation Solution 4 
AR-C 90 86 
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Other Services & Reports 


Lecture 8.01 - Supplemental Information 


Overview 


There are 6 different standards that apply to supplemental information (i.e., information that is not 
part of the basic financial statements, whether required to be presented or not): 3 of them apply to 
audits of nonpublic entities (i.e., nonissuers) issued by the ASB and the other 3 apply to publicly 
traded entities (i.e., issuers) under the PCAOB auditing standards. Each standard setter has 
provided standards in relation to 3 categories of supplemental information (SI). While there are 
slight differences in how they define these categories, they basically boil down to the following: 
e Other Information (Ol)—unaudited SI voluntarily provided 
o E.g. financial summaries or highlights, financial ratios, etc. 
e Supplemental Information (SI)—audited SI, voluntary or required 
o E.g., additional details on items in or related to basic F/S, consolidating info, 
historical summaries, statistical data. 
e Required Supplemental Information (RSI)—unaudited SI required 
o E.g., certain disclosures required by FASB, GASB, or FASAB outside the basic F/S. 


We will focus our discussion on the 3 standards issued by the ASB and highlight the differences 
found in the PCAOB's parallel standards. The following diagram has been provided to show how 
all this information is related and can overlap. 


Supplemental Information 


Other Information 


Basic F/S = : 
(including notes) -unaudited Aueliee -unaudited 
: -AU-C 720 -AU-C 725 -AU-C 730 


Other Information (Ol) in Documents Containing Audited F/S (AU-C 720) 


A document containing audited financial statements (F/S), such as the annual report, may also 
contain other information (AU-C 720) that is not part of the basic F/S. This may include 
supplementary information, but would not include required supplementary information (AU-C 
730). Examples may include financial summaries or highlights, financial ratios, etc. 


Unless the auditor is engaged to perform procedures in relation to other information (Ol), the 
auditor's report generally does not cover it. A difference between the other information and the 
information in the audited F/S, however, could undermine the credibility of the F/S; therefore, the 
auditor should read the other information to determine if there are any material 
inconsistencies. If there are, the auditor should determine if the F/S or the other information 
needs correction. 
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e If it is determined that the F/S need correction, discovered prior to the date of the audit 
report, the client should revise the F/S and their refusal to do so will require a modification 
of the report. 

e If it is determined that the F/S need correction, discovered after the date of the audit report 
but prior to its release, the auditor should follow the guidelines in AU-C 560, Subsequent 
Events and Subsequently Discovered Facts. 

e = If itis determined that the other information needs correction, discovered prior to the release of 
the audit report, and the client refuses to do so, the auditor should communicate the matter to 
those charged with governance and modify the report with an other-matter paragraph 
describing the inconsistency, withhold the report, or withdraw from the engagement. 


When material inconsistencies are discovered after the release of the report that require modification 
of the F/S, the auditor should follow the guidance in AU-C 560, Subsequent Events and 
Subsequently Discovered Facts. When material inconsistencies are discovered after the release of 
the report that require modification of the other information: 

e If management agrees to make the changes, the auditor should perform appropriate 
procedures, such as determining if management is making appropriate provisions to notify 
financial statement users. 

e If management refuses to make the changes, the auditor should inform those charged with 
governance and take any further action deemed necessary, such as consulting with an 
attorney. 


Upon reading the other information, the auditor may become aware of a material misstatement 
of fact, which should be discussed with management. If, after such discussions, the auditor 
continues to believe that there is a material misstatement of fact, the auditor should request that 
management consult with an appropriate qualified third party to determine if the other 
information does, in fact, contain a material misstatement of fact. If it is determined that there is 
such a material misstatement of fact, the auditor should discuss the matter with those charged 
with governance and take other actions as appropriate. 


Other Information in Documents Containing Audited F/S (AS 2710) 


While an auditor of a public entity is technically required to follow PCAOB AS 2710 rather than AU- 
C 720, there are no fundamental differences to note between the two. 


Supplementary Information (SI) in Relation to F/S as a Whole (AU-C 725) 


The auditor may be engaged to report on whether supplementary information (SI) is fairly stated, 
in all material respects, in relation to the F/S as a whole. The auditor may only accept such an 
engagement if the following conditions are met: 

e The Sl and the F/S were derived from the same records. 

e They relate to the same period. 

e The F/S were audited and a report was issued that was neither adverse nor contained a 

disclaimer of opinion. 
e Either the SI will accompany the F/S or the F/S will be readily available. 


In addition to the procedures performed during the audit, in order to express an opinion regarding 
the SI, the auditor should perform additional procedures that include: 
e Making inquiries of management regarding the purpose of the SI, how it was prepared, and 
significant assumptions. 
e Evaluating whether form and content comply with applicable criteria, whether the criteria 
have been consistently applied, and whether the SI is appropriate and complete. 
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e Comparing and reconciling the SI to the underlying accounting records. 
e Obtaining written representations from management regarding: 
o lts responsibility for the SI 
Its belief that it is fairly presented in accordance with applicable criteria 
Its consistency 
Its significant assumptions 
The availability of the audited F/S if they do not accompany the SI 


Oo 0 0 0 


If the SI is presented with the F/S, the auditor should report on the SI in either an other-matter 
paragraph or in a separate report. If the F/S are not presented with the SI, the auditor should 
report on the SI in a separate report, which should include a reference to the report on the F/S, the 
date of that report, the nature of the opinion, and any report modifications. 


Remember that the accuracy or inaccuracy of SI does not affect the auditor's opinion on the basic 
F/S, since such information is outside those statements. However, if the auditor expresses an adverse 
or disclaimer of opinion on the basic F/S, the auditors are precluded from expressing an opinion on 
the SI. 


If the SI is determined to be materially misstated, the auditor should discuss the matter with 
management and propose a revision. If management refuses to revise the SI, the auditor should 
modify the opinion on the SI and describe the misstatement in the report, or withhold the report 
on the SI if a separate report is to be issued. 


Auditing Supplemental Information Accompanying Audited F/S (AS 2701) 


An auditor of a public entity is required to follow PCAOB AS 2701, which is very similar to AU-C 725, 
but there are some additional requirements. 

e The required procedures set forth for SI are basically the same as under AU-C 725; 
however, the PCAOB requires the auditor to perform “audit procedures necessary to 
obtain sufficient appropriate audit evidence” to support the auditor's opinion on the SI. The 
nature, timing, and extent of these procedures are dependent upon the risk of material 
misstatement of the SI, materiality considerations, audit evidence supporting the F/S, and 
the type of opinion expressed on the F/S. 

e In addition to the written representations required from management under AU-C 725, AS 
2701 specifically requires the auditor to obtain a statement from management that 

o identifies any applicable regulatory requirements for the form and content of the SI 
and 

o provides that the SI complies, in all material respects, with such requirements. 

e With regard to the evaluation of audit results on SI, AS 2701 provides that the auditor 
should: 

o Evaluate whether the SI, including its form and content, is fairly stated in relation to 
the F/S as a whole, and is presented in conformity with relevant regulatory 
requirements or other applicable criteria. 

o Accumulate misstatements identified regarding the SI and communicate them to 
management to give them an opportunity to make corrections. 

o Evaluate whether uncorrected misstatements are material, taking into account 
relevant quantitative and qualitative factors. 

o Evaluate the effect of uncorrected misstatements related to the SI in evaluating the 
results of the financial statement audit. 

o Evaluate the effect of any modifications to the audit report on the F/S when 
forming an opinion on the SI. 
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= |fa qualified opinion is expressed on the F/S and the basis for the 
qualification also applies to the SI, the auditor should describe the effects of 
the qualification on the SI and express a qualified opinion on the SI as well. 

= If an adverse opinion is expressed on the F/S or an opinion is disclaimed, 
the auditor should also express an adverse opinion, or disclaim an opinion, 
on the SI, as appropriate. 

e If it is determined that the SI is materially misstated in relation to the F/S as a whole, the 
auditor should describe the material misstatement in the auditor's report on the SI and 
express a qualified or adverse opinion on the SI. 

e If the auditor is unable to obtain sufficient appropriate audit evidence to support an 
opinion on the SI, the auditor should disclaim an opinion on the SI. In those situations, the 
auditor's report on the SI should describe the reason for the disclaimer and state that the 
auditor is unable to and does not express an opinion on the SI. 

e The auditor may express an opinion on some SI but disclaim an opinion on other SI. For 
example, if the SI consists of more than one schedule, and the auditor is able to support an 
opinion on one schedule but not the other, the auditor may express an opinion on the 
schedule for which sufficient appropriate evidence was obtained and disclaim an opinion 
on the other schedule. 


Required Supplementary Information (RSI) (AU-C 730) 


In some cases, supplementary information is required by the applicable financial reporting 
framework (AFRF). This is, for example, often the case when the framework is established by a 
regulatory agency, such as FASB, GASB, or FASAB. With regard to Required Supplementary 
Information (RSI), the auditor must apply limited procedures to see if the required info has been 
provided and whether or not it appears to be correct. Examples of this information as it relates to 
GASB include management's discussion and analysis, budgetary comparison schedules, and 
schedules of funding progress and employer contributions for other post-employment benefits 
and pensions. 


The required procedures include: 
e Inquiring of management about its methods of preparing the information: 
o Are the methods of measurement or presentation in accordance with prescribed 
guidelines? 
o Are such methods consistent with prior periods and, if not, why? 
o Were there any significant assumptions or interpretations underlying the 
measurement or presentation of the information? 
e Comparing information for consistency 
e Obtaining written representations from management regarding their responsibility for the 
RSI and the methods of preparation 


The procedures do not constitute an audit of the RSI; thus, no opinion on the RSI is required and 
the opinion on the F/S will not be affected. However, the auditor should include an other-matter 
paragraph explaining the following circumstances, as applicable: 

e The RSI is included and the auditor applied the appropriate procedures. 

e The RSI is omitted. 

e Some RSI is missing. 

e The information is not in compliance with applicable requirements. 

e The auditor is not able to complete required procedures. 

e There is substantial doubt about the conformity of the RSI. 
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Required Supplementary Information (PCAOB AS 2705) 


With respect to supplemental information required by FASB, GASB, and FASAB, an auditor of a 
public entity is required to follow PCAOB AS 2705, which is very similar to AU-C 730, but there are 
some differences. 

e Ifan entity voluntarily provides SI that is RSI to other entities, the auditor is required to 
either apply the procedures under AS 2705 or provide a disclaimer on the information in 
an explanatory paragraph, unless the entity itself specifies that the information was not 
subjected to such procedures. 

e In addition to the limited procedures required by AU-C 730, PCAOB AS 2705 requires the 
auditor to: 

o Consider whether representations on RSI should be included in specific written 
representations obtained from management under AS 2805, Management 
Representations; 

o Apply additional procedures, if any, that other statements or interpretations 
prescribe for specific types of RSI; and 

o Make additional inquiries if the auditor believes that the information may not be 
measured or presented within applicable guidelines. 

e While under AU-C 730 the auditor is required to include an other-matter paragraph even 
if no issues are found with the RSI, AS 2705 requires an explanatory paragraph only in the 
following circumstances: 

o The RSI is omitted. 

o There is a material departure from prescribed guidelines. 

o The auditor is not able to complete required procedures. 

o There is substantial doubt about the conformity of the RSI. 


Note: AS 2701 (Auditing SI Accompanying Audited F/S) applies instead of AS 2705 if the auditor is 
engaged to audit the RSI. 


Segment Information (>10%)—Notes to the F/S 


Annual financial statements of public entities are required to contain segment information (FASB 
ASC 280) about a company’s operations in different industries, foreign operations and export sales 
and major customers. This is part of the basic F/S. If it is omitted or contains a material 
misstatement (disagreement), the auditor will either qualify or give an adverse opinion on the 
financial statements taken as a whole. 


Summary 


To summarize the approach to other information (Ol), supplementary information (SI), and 
required supplementary information (RSI): 


Situation Effect on Fieldwork Effect on Report 

-Voluntary by client (OI) Read for consistency -Report inconsistencies in Other-matter para., 
withhold report, or withdraw 

-Engaged to Audit (SI) Audit Procedures -Other-matter par. Or Separate report 

-Required by FASB/GASB (RSI) Limited procedures -Other-matter para. (ASB) 


-Explanatory para. only for exceptions (PCAOB) 
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Lecture 8.02 - Special Reports 


An accountant may be asked to prepare a special report in certain engagements, including: 

1. Reporting on F/S that are prepared in conformity with some special purpose framework, 
often referred to as an other comprehensive basis of accounting (OCBOA) other than 
GAAP. 

2. Reporting on a single F/S, or on specified elements, accounts, or items on a financial 
statement. 

3. Completing prescribed report forms of a government agency on behalf of the client. 

4. Reporting on the client's compliance with aspects of contracts or regulatory 
requirements in connection with an audit. 


1. Audits of F/S Prepared in Accordance With Special Purpose Frameworks 
(OCBOA) (AU-C 800) 


A special purpose framework is a financial reporting framework other than GAAP, often referred to 
as an OCBOA. Examples are the income tax basis, the cash basis, a contractual basis, a basis used 
by a regulatory agency (restricted use), or an “other basis of accounting.” To be considered a 
special purpose framework, there must be a definite set of criteria that would enable the auditor 
to determine conformity with the approach. 
e Anentity may prepare its F/S using a framework based on GAAP with certain differences. 
o This is not considered a special report. 
o The auditor will consider differences to be departures from GAAP and would issue 
a qualified or adverse opinion, as appropriate. 


Prescribed forms of government agencies often require special handling, because they may 
include specific representations that the accountant is expected to make. 


Third parties dealing with the client may request reports on compliance with agreements related 
to the F/S. For example, a creditor may wish the auditor to provide a report on whether the client's 
working capital ratio has been maintained through the year at the level required in connection 
with a loan agreement. 


Forming an Opinion and Reporting 


When an auditor accepts an engagement to examine F/S that are intended to conform to a 
comprehensive basis of accounting other than GAAP, the audit will still conform to generally 
accepted auditing standards (GAAS), and the opinion may still be unmodified, qualified, or adverse, 
depending on whether the statements conform to the OCBOA. 


When forming an opinion and reporting on F/S prepared in accordance with a special purpose 
framework, the auditor should evaluate the following considerations. 
e Whether the F/S adequately refer to or describe the AFRF, including: 
o Whether the F/S are suitably titled (e.g., “Statement of Income—Regulatory Basis” 
instead of “Statement of Income’). 
o Whether the F/S include a summary of significant accounting policies. 
o Whether the F/S adequately describe the material differences in how the special 
purpose framework differs from GAAP. 
o Ifthe F/S are prepared in accordance with a contractual basis of accounting, 
whether the F/S adequately describe any significant interpretations of the contract on 
which the F/S are based. 
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e Whether the F/S are fairly presented: 


O 


O 


When the special purpose F/S contain items that are similar to those in F/S 
prepared in accordance with GAAP, whether the F/S include informative disclosures 
similar to those required by GAAP. 

Whether additional disclosures are necessary to achieve fair presentation (e.g., 
disclosures regarding related-party transactions, restrictions on assets/owners' 
equity, subsequent events, and significant uncertainties). 


e Whether the auditor's report requires: 


O 


A description of the purpose for which the F/S were prepared or a reference to a 
note in the F/S with this information (generally for regulatory or contractual basis of 
accounting). 

An emphasis-of-matter paragraph that alerts users regarding the basis of 
accounting other than GAAP used to prepare the F/S (applies in most cases). 

An other-matter paragraph that restricts the use of the report to certain parties to 
avoid misunderstandings (generally when the F/S are prepared under a regulatory 
or contractual basis of accounting). 

An opinion as to whether the F/S are presented fairly in accordance with GAAP in 
addition to the opinion regarding the special purpose framework, instead of the 
other-matter and emphasis-of-matter paragraphs described above (only applicable 
for Regulatory Basis F/S for General Use). 


A sample report following an audit of F/S designed to conform to the cash receipts and 
disbursements method follows: 
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Special Purpose Framework Report (OCBOA) 


INDEPENDENT AUDITOR'S REPORT 
(OCBOA) 


To the Board of Directors of X Company: 
Report on the Financial Statements (Introductory) 


We have Audited the accompanying financial statements of X Co, which comprise the 
statement of assets and liabilities arising from cash transactions as of December 31, 
20X1, and the related statement of revenue collected and expenses paid for the year then 
ended, and the related notes to the financial statements. 


Management's Responsibility for the Financial Statements 


Management is responsible for the preparation and fair presentation of these financial 
statements in accordance with the cash basis of accounting described in Note X; this 
includes determining that the cash basis of accounting is an acceptable basis for the 
preparation of the financial statements in the circumstances. Management is also 
responsible for the design, implementation, and maintenance of internal control relevant to 
the preparation and fair presentation of financial statements that are free from material 
misstatement, whether due to fraud or error. 

Auditor’s Responsibility 
Our responsibility is to express an opinion on these financial statements based on our audit. 
We conducted our audit in accordance with auditing standards generally accepted in the 
United States of America. Those standards require that we plan and perform the audit to 
obtain reasonable assurance about whether the financial statements are free from material 
misstatement. 


An audit involves performing procedures to obtain evidence about the amounts and 
disclosures in the financial statements. The procedures selected depend on the auditor's 
judgment, including the assessment of the risks of material misstatement of the financial 
statements, whether due to fraud or error. In making those risk assessments, the auditor 
considers internal control relevant to the entity's preparation and fair presentation of the 
financial statements in order to design audit procedures that are appropriate in the 
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the 
entity's internal control. Accordingly, we express no such opinion. An audit also includes 
evaluating the appropriateness of accounting policies used and the reasonableness of 
significant accounting estimates made by management, as well as evaluating the overall 
presentation of the financial statements. 


We believe that the audit evidence we have obtained is sufficient and appropriate to provide a 
basis for our audit opinion. 


Opinion 

In our opinion, the financial statements referred to above present fairly, in all material 
respects, the assets and liabilities arising from cash transactions of X Company as of 
December 31, 20X1, and its revenue collected and expenses paid for the year then ended, 
in accordance with the cash basis of accounting described in Note X. 

Basis of Accounting (emphasis-of-matter) 
We draw attention to Note X of the financial statements, which describes the basis of 
accounting. The financial statements are prepared on the cash basis of accounting, 
which is a basis of accounting other than accounting principles generally accepted in 
the United States of America. Our opinion is not modified with respect to this matter. 


L.F. Rosenthal, CPA 
Auditor's city & state 
March 1, 20X2 
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When an accountant is asked to follow an audit report form, layout or wording prescribed by law 
or a regulatory agency, and the prescribed form is unacceptable, the auditor should: 

e Reword the prescribed form, or 

e Attach a separate, appropriately worded audit report. 


Note: An accountant may be asked to compile or review OCBOA statements of a nonpublic 
entity. In that case, the accountant will apply SSARS to such an engagement, as discussed earlier. 


2. Audits of Single F/S and Specified Elements, Accounts, or Items of a F/S 
(AU-C 805) 


An auditor may accept an engagement to examine a single F/S or specified elements, accounts, or 
items of a F/S as long as the client imposes no restriction on the scope of the auditor's 
procedures. This may be either a separate engagement or one performed in conjunction with an 
audit of the F/S of the client. 


Audits of a single F/S, specified elements, accounts, or items are sometimes needed to satisfy a 
creditor, landlord, or employee about the calculations related to certain agreements. A landlord 
might want an opinion on the calculation of rent expense under a percentage agreement, or an 
officer might want verification of a profit-sharing calculation related to net income. Also, a CPA is 
sometimes asked for an opinion on the application of GAAP to a specific transaction when the 
client of another CPA firm disagrees with that firm about the appropriate treatment. 


Forming an Opinion and Reporting 


The opinion on the single F/S or specified element may be expressed in a separate report that 
accompanies the report on the complete set of F/S, as long as the opinion is either unmodified 
or qualified. Such separate report and presentation of the single F/S should be sufficiently 
differentiated from the report on the complete F/S. 


If the auditor has issued either an adverse opinion or a disclaimer of opinion on the complete F/S, 
the auditor cannot issue an unmodified opinion on the single F/S or specified element in a report 
that accompanies the report on the complete F/S; to do so would be confusing to the reader of the 
reports and would be considered essentially equivalent to a "piecemeal opinion.” If an 
unmodified opinion on a specified element is still appropriate despite the adverse opinion or 
disclaimer on the complete F/S, the auditor can express such opinion only if: 
e The opinion is expressed in a report that is neither published with nor accompanies the 
auditor's report containing the adverse opinion or disclaimer of opinion, and 
e The specific element is neither considered to be a major portion of the complete F/S nor 
based on stockholders’ equity or net income or equivalent. 


Note: A single F/S is considered to be a major portion of the complete F/S, so an unmodified 
opinion cannot be expressed on a single F/S when an adverse/disclaimer of opinion has been 
expressed on the complete F/S, regardless of how or where it is published. 


If an accountant is asked to give an opinion on the application of GAAP to a specific transaction by 
a client of another CPA firm, the accountant must consult with the other CPA firm on the 
transaction in question. If the accountant is being asked for this opinion as part of a proposal to 
become the new auditor of the client, the report must specifically indicate that the conclusion 
might change if there is a change in facts, circumstances, or assumptions behind the report. This is 
needed to prevent a client from being able to "shop around" for accounting principles. 
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Note: SSARS apply when the CPA is engaged to prepare, compile, or review F/S elements, accounts, 
or items. 


3. Completing a Prescribed Audit Report Form of a Government Agency on 
Behalf of the Client (AU-C 800) 


When an accountant is asked to follow an audit report form, layout or wording prescribed by law 
or a regulatory agency, the report should only refer to GAAS if the report includes all of the 
following: 
e Title 
e Addressee 
e Introductory paragraph identifying the special purpose financial statements audited 
e Description of management's responsibility 
o For the preparation and fair presentation of the special purpose statements 
o For determining that the applicable financial reporting framework is acceptable 
under the circumstances 
e When prepared in accordance with a regulatory or contractual basis, a description of the 
purpose for which the financial statements are prepared 
e Description of the auditor's responsibility to express an opinion, including: 
o Reference to GAAS and, if appropriate, the law or regulation 
o Description of an audit in accordance with the standards 
e Opinion paragraph 
e Emphasis-of-matter paragraph 
e Other-matter paragraph restricting the use of the report 
e Auditor's signature and city and state 
e Date of report 


If the report is intended for general distribution, the auditor will not include the emphasis-of- 
matter or other-matter paragraph and will, instead, express an opinion as to whether or not the 
financial statements are in conformity with GAAP. 


If the prescribed form of the report differs significantly from GAAS, and the auditor is worried that 
users might misunderstand the audit report, the auditor may: 
e Reword the prescribed form and sign it, or 
e Attach a separate audit report to the form, or 
e The auditor should NOT accept the audit engagement (unless required by law or 
regulation). 


4. Reporting on Compliance with Aspects of Contracts or Regulatory 
Requirements in Connection with Audited F/S (AU-C 806) 


When the auditor is asked to verify compliance with contractual agreements (such as a loan 
agreement) or regulatory requirements related to the F/S, the resulting report is generally referred 
to as a “by-product report.” Such report should include: 

e The accountant's findings in an other-matter paragraph or a separate report. 

o The auditor should state that nothing came to the auditor's attention to suggest the 
client had not complied with all requirements if (1) the auditor found no instances of 
noncompliance, (2) an unmodified or qualified opinion has been expressed on the 
related F/S, and (3) the applicable requirements relate to accounting matters 
subjected to audit procedures during the audit of the F/S. 
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Otherwise, each instance of noncompliance should be described. 

If an adverse opinion or disclaimer of opinion has been expressed on the F/S, a 
compliance report should NOT be issued unless there are instances of 
noncompliance. 

e Astatement indicating that the audit was not directed primarily toward obtaining 
knowledge regarding compliance, and thus, had additional procedures been performed, 
other matters may have come to the auditor's attention regarding noncompliance. 

e Adescription and the source of significant interpretations made by management relating to 
the provisions of the contractual or regulatory requirement. 

e An alert that restricts the use of the report. 


CPA candidates could be asked to prepare this type of compliance report on the exam starting with 
a report example, such as those that follow. 


Paragraphs Added for Combined Report When NO Instances of Noncompliance 


Independent Auditor's Report 


To: Appropriate addressee 


KKK 


Other Matter 

In connection with our audit, nothing came to our attention that caused us to believe that ABC 
Company failed to comply with the terms, covenants, provisions, or conditions of sections XX to YY, 
inclusive, of the Indenture dated July 21, 20XX with XYZ Bank, insofar as they relate to accounting 
matters. However, our audit was not directed primarily toward obtaining knowledge of such 
noncompliance. Accordingly, had we performed additional procedures, other matters may have 
come to our attention regarding the Company's noncompliance with the above-referenced terms, 
covenants, provisions, or conditions of the Indenture, insofar as they relate to accounting matters. 


Restricted Use Relating to the Other Matter 

The communication related to compliance with the aforementioned Indenture described in the 
Other Matter paragraph is intended solely for the information and use of the boards of directors 
and management of ABC Company and XYZ Bank and is not intended to be and should not be 
used by anyone other than these specified parties. 


Armin Lindegger, CPA 
Santa Ana, CA 
March 1, 20XX 
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A Separate Report on Compliance with NO Instances of Noncompliance 


Independent Auditor's Report 


To: Appropriate addressee 


We have audited, in accordance with auditing standards generally accepted in the United States 
of America, the financial statements of XYZ Company, which comprise the balance sheet as of 
December 31, 20XX, and the related statements of income, changes in stockholders' equity, and 
cash flows for the year then ended, and the related notes to the financial statements, and have 
issued our report thereon dated February 16, 20XX. In connection with our audit, nothing came 
to our attention that caused us to believe that XYZ Company failed to comply with the terms, 
covenants, provisions, or conditions of sections XX to YY, inclusive, of the Indenture dated July 
21, 20XX, with ABC Bank, insofar as they relate to accounting matters. However, our audit was 
not directed primarily toward obtaining knowledge of such noncompliance. 


Accordingly, had we performed additional procedures, other matters may have come to our 
attention regarding the Company's noncompliance with the above-referenced terms, covenants, 
provisions, or conditions of the Indenture, insofar as they relate to accounting matters. 


This report is intended solely for the information and use of the board of directors and 
management of XYZ Company and ABC Bank and is not intended to be and should not be used 
by anyone other than these specified parties. 


Patrick Aaron, CPA 
Santa Ana, CA 
March 1, 20XX 
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A Separate Report on Compliance WITH Instances of Noncompliance 


Independent Auditor's Report 


To: Appropriate addressee 


We have audited, in accordance with auditing standards generally accepted in the United States 
of America, the financial statements of XYZ Company, which comprise the balance sheet as of 
December 31, 20XX, and the related statements of income, changes in stockholders' equity, and 
cash flows for the year then ended, and the related notes to the financial statements, and have 
issued our report thereon dated March 5, 20XX. 


In connection with our audit, we noted that XYZ Company failed to comply with the "Working 
Capital" provision of section XX of the Loan Agreement dated March 1, 20XX, with ABC Bank. Our 
audit was not directed primarily toward obtaining knowledge as to whether XYZ Company failed 
to comply with the terms, covenants, provisions, or conditions of sections XX to YY, inclusive, of 
the Loan Agreement, insofar as they relate to accounting matters. Accordingly, had we 
performed additional procedures, other matters may have come to our attention regarding 
noncompliance with the above-referenced terms, covenants, provisions, or conditions of the 
Loan Agreement, insofar as they relate to accounting matters. 


This report is intended solely for the information and use of the board of directors and 
management of XYZ Company and ABC Bank and is not intended to be and should not be used 
by anyone other than these specified parties. 


Noah P. Benedict, CPA 
Santa Ana, CA 
March 1, 20XX 


Note: AU-C 935, Compliance Audits, applies if the auditor is engaged, or required by law, to perform 
a compliance audit in accordance with GAAS, GAGAS, or some other governmental audit 
requirement that requires the expression of an opinion on compliance. AT-C 315, Compliance 
Attestation, applies if the auditor is engaged to perform a separate attestation engagement on an 
entity's compliance with certain requirements or the effectiveness of the entity's internal control 
over compliance with certain requirements. These engagements are discussed later in this section. 
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Lecture 8.03 - Attestation Engagements (SSAE) 


Ever since the first accounting firm was asked to count the ballots at the Academy Awards, CPA 
firms have been expanding into areas beyond historical financial statements. These now include 
engagements to verify the accuracy and security of Web sites (WebTrust), the truth of advertising 
claims, the completeness of personal disclosures by political candidates, internal control opinions, 
prospective information and compliance with contracts or laws and regulations. Compilation 
engagements provide no assurance and are not attest engagements. They are not addressed in 
the attestation standards. 
e AT-C 200 - Level of Service (ERA) 
o AT-C 205 - Examination Engagements 
o AT-C 210 - Review Engagements 
o AT-C 215 - Agreed-Upon Procedures Engagements 
e AT-C 300 - Subject Matter 
AT-C 305 - Prospective Financial Statements 
AT-C 310 - Reporting on Pro Forma Financial Information 
AT-C 315 - Compliance Attestation 
AT-C 320 - Reporting on an Examination of Internal Controls at a Service 
Organization Relevant to User Entities’ Internal Control Over Financial Reporting 
(see Section 3) 
o AT-C 395 - Management's Discussion and Analysis (MD&A) 


OF Or +O); -@ 


Note: The attestation standards were clarified and recodified in SSAE No. 18, effective for 
reports dated as of May 1, 2017. 


Common Concepts (AT-C 105) 


The AICPA uses the term attestation to refer to any engagement in which the accountant 
expresses a written conclusion about the reliability of a written assertion by another 
party. There are three categories of attest engagements (ERA): 

e Examination - An engagement in which the end result is the expression of an opinion 
(reasonable assurance) by the accountant about the subject matter or assertion of another 
party. The work performed will involve a level of service comparable to audits of historical 
F/S. 

e Review - An engagement in which the end result is the expression of a conclusion with 
limited assurance (i.e., negative assurance) on the subject matter or assertion. Procedures 
such as inquiry of the other party as to the methods used and analytical procedures 
applied to numerical information related to the assertion will be performed. 

e Agreed-upon procedures - An engagement in which the end result is a report of the 
accountant's findings (no opinion or conclusion) regarding agreed-upon procedures applied 
to subject matter for the use of specified parties. The procedures will depend on the 
agreement made among the parties to the engagement. The distribution of the report is 
restricted to specific users knowledgeable about the agreement. In all such engagements, 
the accountant will disclaim any responsibility for the sufficiency of the procedures. 


The mnemonic ERAS reminds us that attestation standards are part of a new era in which 
accountants are performing engagements that go beyond reports on historical F/S. 


Note: The following attestation standards do not apply to (1) audits under the SASs, (2) 
compilations and reviews of F/S under the SSARS, or (3) tax services under the SSTSs. 
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Preconditions for Acceptance 

e All attestation engagements require that the accountant be independent of the party 
whose assertion is being evaluated, unless the accountant is required by law or regulation 
to accept the engagement. 

e The responsible party (e.g., senior management; not the accountant) assumes 
responsibility for the subject matter. 

e The subject matter is appropriate; i.e., can it be identified and measured or evaluated 
against specific criteria? 

e The criteria to be applied is appropriate and will be available to the users. 

e The accountant expects to be able to obtain sufficient evidence to provide an opinion, 
conclusion, or findings. This means the accountant will have access to all relevant 
information as well as individuals who may provide such evidence. 

e The accountant’s opinion, conclusion, or findings will be contained in a written report, as 
appropriate. 


Prescribed Forms 
When an accountant is required to use a specified report form, layout or wording prescribed by 
law or a regulatory agency, and the prescribed form is unacceptable, the auditor should: 

e Reword the prescribed form, or 

e Attach a separate, appropriately worded report. 


Change of Engagement 
If the client decides to change the terms of the engagement after acceptance, the accountant should 
only agree to such a change when there is reasonable justification for doing so. If the change is 
made during the engagement, evidence obtained prior to the change cannot be disregarded. 
However, so long as the accountant complies with the standards for the new level of service, the 
accountant should issue the appropriate report and should NOT make reference to: 

e The original engagement, 

e Any procedures performed, or 

e Any scope limitations that resulted in the changed engagement. 


Using the Work of Another 
When the accountant uses the work of another accountant, the accountant should: 
e Determine whether the other accountant is independent and understands the applicable 
ethical requirements. 
e Determine whether the other accountant is professionally competent. 
e Communicate the scope and timing of the other accountant’s work. 
e Evaluate whether the other accountant's work is adequate. 
e Determine whether the report should reference the work of the other practitioner. 


Engagement Documentation Requirements 
With regard to engagement documentation, the accountant should: 
e Prepare it on a timely basis (i.e., as the work is performed or shortly after). 
e Assemble the final engagement file within 60 days of the accountant’s report release date. 
e Retain all documentation after the documentation completion date for the appropriate 
retention period. If it is necessary to add or discard any documentation after such time, the 
specific reasons for the changes, who made the changes, and the date of such changes 
should be documented. 
e Adopt reasonable procedures to keep the documentation confidential and prevent 
unauthorized access. 
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e Include written justification for departing from any presumptively mandatory requirements 
(i.e., requirements specified with “should” rather than “must”) and how alternative 
procedures achieved the intent of the requirement. 


Examination Engagements (AT-C 205) 


In addition to the concepts just covered that are applicable to all attestation engagements, all 
examination engagements (including, for example, the examination of prospective financial 
information, which is also covered under AT-C 305, discussed later) are subject to yet another set 
of requirements specific to examinations. An examination, you might remember, is a level of 
service comparable to audits of historical F/S, involving the expression of an opinion (reasonable 
assurance) about the subject matter or written assertion of another party. With this type of 
engagement, the accountant should: 

e Specify the agreed-upon terms of the engagement in an engagement letter or other 
written agreement, including the objective and scope of the engagement; responsibilities 
of the practitioner; a statement that the engagement will be conducted in accordance with 
attestation standards established by the AICPA; responsibilities of the 
responsible/engaging party; inherent limitations of the engagement; the criteria for 
measuring, evaluating, or disclosing the subject matter; and an agreement by the engaging 
party (e.g., those charged with governance) to provide a representation letter at the 
conclusion of the engagement. 

e Request a written assertion from the responsible party regarding 
measurement/evaluation of the subject matter. If the responsible party is not the engaging 
party and refuses to comply, the accountant must disclose the refusal in the report and 
restrict the report to the engaging party. If the responsible party is also the engaging party 
and they refuse to comply, the accountant must withdraw from the engagement, or 
disclaim an opinion if law/regulation prevents withdrawal. 

e Establish an overall engagement strategy, which sets the scope, timing and direction of 
the engagement and assists in the development of the engagement plan. 

e Develop an engagement plan that includes the nature, timing and extent of procedures to 
be performed, including risk assessment procedures. 

e Obtain an understanding of the subject matter and relevant circumstances (including 
internal controls over the preparation of the subject matter) to be able to (1) identify and 
assess the risks of material misstatement and (2) design procedures to respond to such 
risks and obtain reasonable assurance to support the opinion. 

e Consider materiality for the subject matter when establishing the overall engagement 
strategy, and reconsider materiality if new information brings it into question. 

e Obtain sufficient appropriate evidence to reduce attestation risk to an acceptably low 
level. 

e Design and perform tests of controls if (1) the accountant intends to rely on the operating 
effectiveness of controls in determining the nature, timing, and extent of other procedures; 
(2) if other procedures will not provide sufficient appropriate evidence alone; or (3) if the 
subject matter itself is internal control. 

e Design and perform tests of details or analytical procedures (unless the subject matter 
is internal control). 

e Consider and inquire as to whether there are any indications of fraud or noncompliance 
with laws/regulations. 

e Consider and inquire about subsequent events (i.e., events occurring after the period 
covered by the engagement up to the report date) and subsequently discovered facts (i.e., 
facts discovered after the report date). 
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Request written representations (in the form of a letter to the accountant as of the date 
of the report) from (1) the responsible party regarding the assertion, relevant matters, their 
responsibilities, subsequent events, immaterial uncorrected misstatements, etc.; and 

(2) the engaging party (if a separate party) regarding the responsible party's 
responsibilities, their lack of knowledge of any material misstatements, subsequent events, 


etc. 


Read other information in the document that will contain the accountant’s report to 
identify any material inconsistencies. 

Evaluate the results of the procedures, form an opinion, and prepare a written report 
on a written assertion or on the subject matter directly. See following examples. 


O 


If the accountant was unable to obtain sufficient appropriate evidence or the 
subject matter is not in accordance with the specified criteria, in all material 
respects, and the effect of any such insufficiencies are material, the opinion should 
be modified and a separate paragraph describing such matters should be included 
in the report. 

= Effects are material, but not pervasive—Qualified opinion 

= Misstatements are material and pervasive—Adverse opinion 

= Unable to obtain sufficient appropriate evidence (i.e., scope limitation) and 

effects could be material and pervasive—Disclaimer of opinion 

When the opinion is modified, external specialists can be referenced in the report if 
it is relevant to the opinion; however, they should not be referenced when the 
opinion is unmodified. 
The report should include a separate paragraph that restricts the use of the report 
(1) if the criteria used are appropriate for, or available to, only specified parties, or 
(2) if the responsible party is not the engaging party and refuses to comply with the 
request for written representations, but does provide oral responses, the report 
should be restricted to the engaging party. 
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Examination Report on Subject Matter—Unmodified Opinion 


Independent Accountant's Report 
To: Appropriate addressee 


We have examined [identify the subject matter, for example, the accompanying schedule of 
investment returns of XYZ Company for the year ended December 31, 20XX]. XYZ Company's 
management is responsible for [identify the subject matter, for example, presenting the schedule of 
investment returns] in accordance with (or based on) [identify the criteria, for example, the ABC 
criteria set forth in Note 1]. Our responsibility is to express an opinion on [identify the subject 
matter, for example, the schedule of investment returns] based on our examination. 


Our examination was conducted in accordance with attestation standards established by the 
American Institute of Certified Public Accountants. Those standards require that we plan and 
perform the examination to obtain reasonable assurance about whether [identify the subject 
matter, for example, the schedule of investment returns] is in accordance with (or based on) the 
criteria, in all material respects. An examination involves performing procedures to obtain 
evidence about [identify the subject matter, for example, the schedule of investment returns]. 
The nature, timing, and extent of the procedures selected depend on our judgment, including an 
assessment of the risks of material misstatement of [identify the subject matter, for example, 
the schedule of investment returns], whether due to fraud or error. We believe that the evidence 
we obtained is sufficient and appropriate to provide a reasonable basis for our opinion. 


[Include a description of significant inherent limitations, if any, associated with the measurement or 
evaluation of the subject matter against the criteria.] 


[Additional paragraph(s) may be added to emphasize certain matters relating to the attestation 
engagement or the subject matter.] 


In our opinion, [identify the subject matter, for example, the schedule of investment returns of XYZ 
Company for the year ended December 31, 20XX or the schedule of investment returns referred to 
above], is presented in accordance with (or based on) [identify the criteria, for example, the ABC 
criteria set forth in Note 1], in all material respects. 


Asher P. Levy, CPA 
Santa Ana, CA 
March 1, 20XX 
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Examination Report on Subject Matter—Qualified Opinion 


Independent Accountant's Report 


To: Appropriate addressee 


KKK 


Our examination disclosed [describe condition(s) that, individually or in the aggregate, resulted in a 
material misstatement or deviation from the criteria]. 


In our opinion, except for the material misstatement [or deviation from the criteria] described in 
the preceding paragraph, [identify the subject matter, for example, the accompanying schedule of 
investment returns of XYZ Company for the year ended December 31, 20XxX, or the schedule of 
investment returns referred to above], is presented in accordance with (or based on) [identify the 
criteria, for example, the ABC criteria set forth in Note 7], in all material respects. 


Alexes B. Ruiz, CPA 
Santa Ana, CA 
March 1, 20XX 


Examination—Disclaimer of Opinion 


Independent Accountant's Report 
To: Appropriate addressee 


We were engaged to examine [identify the subject matter, for example, the accompanying schedule 
of investment returns of XYZ Company for the year ended December 31, 20XX], in accordance with (or 
based on) [identify the criteria, for example, the ABC criteria set forth in Note 1]. XYZ Company's 
management is responsible for [identify the subject matter, for example, presenting the schedule of 
investment returns]. Our responsibility is to express an opinion on [identify the subject matter, for 
example, the schedule of investment returns] based on conducting the examination in accordance 
with attestation standards established by the American Institute of Certified Public Accountants. 


[Include a paragraph to describe scope limitations.] 


Because of the limitation on the scope of our examination discussed in the preceding 
paragraph, the scope of our work was not sufficient to enable us to express, and we do not 
express, an opinion on whether [identify the subject matter, for example, the accompanying 
schedule of investment returns of XYZ Company for the year ended December 31, 20XxX, or the 
schedule of investment returns referred to above] is in accordance with (or based on) [identify the 
criteria, for example, the ABC criteria set forth in Note 7], in all material respects. 


Darren Chris, CPA 
Santa Ana, CA 
March 1, 20XX 
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Review Engagements (AT-C 210) 


As previously discussed, a review engagement under the attestation standards is one in which the 
end result is the expression of a conclusion with limited assurance (i.e., negative assurance) 
about whether the subject matter or assertion of another party is fairly stated. Such 
engagements are generally limited to inquiries and analytical procedures. Since we have already 
covered reviews of F/S under SSARS (in another Section), the concepts common to all attestation 
engagements, as well as examination engagements under the attestation standards (i.e., SSAEs) in 
great detail, we will only discuss the differences in the reporting requirements under the SSAEs 
here. 


In a review engagement, the accountant will evaluate the results of the procedures and form a 
conclusion as to whether there are any material modifications that need to be made to (1) the 
subject matter in order for it to be in accordance with the criteria, or (2) the responsible party’s 
assertion in order for it to be fairly stated. In forming this conclusion, the accountant should 
evaluate whether sufficient appropriate evidence was obtained and whether any uncorrected 
misstatements are material, individually or collectively. 

e If the accountant is aware of an uncorrected misstatement in the subject matter, the 
accountant should consider whether qualification of the conclusion is sufficient to 
disclose the matter (if not, withdraw). 

o Effects are material, but not pervasive—Qualified conclusion 
= Include a separate paragraph in the report providing a description of the 
misstatement. 
= Report directly on the subject matter rather than the assertion (even if it 
acknowledges the misstatement). 
o Misstatements are material and pervasive or unable to obtain sufficient appropriate 
evidence (i.e., scope limitation)—Withdraw from the engagement, if possible 
= Generally includes being unable to obtain written representations. In some 
cases, Oral representations may be accepted. 


CPA candidates could be asked to prepare this type of report on the exam starting with a report 
example, such as one of those that follow. 


Please note that reviews are generally prohibited for the following: 
e Prospective financial information 
e Internal control 
e Compliance with laws, rules, regulations, contracts, and grants 
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Review Report on Subject Matter—Unmodified Conclusion 


Independent Accountant's Review Report 
To: Appropriate addressee 


We have reviewed [identify the subject matter, for example, the accompanying schedule of 
investment returns of XYZ Company for the year ended December 31, 20XX]. XYZ Company's 
management is responsible for [identify the subject matter, for example, presenting the schedule of 
investment returns] in accordance with (or based on) [identify the criteria, for example, the ABC 
criteria set forth in Note 1]. Our responsibility is to express a conclusion on [identify the subject 
matter, for example, the schedule of investment returns] based on our review. 


Our review was conducted in accordance with attestation standards established by the 
American Institute of Certified Public Accountants. Those standards require that we plan and 
perform the review to obtain limited assurance about whether any material modifications 
should be made to [identify the subject matter, for example, the schedule of investment returns] in 
order for it to be in accordance with (or based on) the criteria. A review is substantially less 
in scope than an examination, the objective of which is to obtain reasonable assurance 
about whether [identify the subject matter, for example, the schedule of investment returns] is in 
accordance with (or based on) the criteria, in all material respects, in order to express an 
opinion. Accordingly, we do not express such an opinion. We believe that our review 
provides a reasonable basis for our conclusion. 


[Include a description of significant inherent limitations, if any, associated with the measurement or 
evaluation of the subject matter against the criteria.] 


[Additional paragraph(s) may be added to emphasize certain matters relating to the attestation 
engagement or the subject matter.] 


Based on our review, we are not aware of any material modifications that should be 
made to [identify the subject matter, for example, the accompanying schedule of investment returns 
of XYZ Company for the year ended December 31, 20XX], in order for it be in accordance with (or 
based on) [identify the criteria, for example, the ABC criteria set forth in Note 1]. 


Kristin Charberts, CPA 
Santa Ana, CA 
March 1, 20XX 
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Review Report on Subject Matter—Qualified Conclusion 


Independent Accountant's Review Report 


To: Appropriate addressee 


kkk 


Our review disclosed [describe condition(s) that, individually or in the aggregate, resulted in a material 
misstatement or deviation from the criteria]. 


Based on our review, except for the matter(s) described in the preceding paragraph, we are not 
aware of any material modifications that should be made to [identify the subject matter, for example, the 
accompanying schedule of investment returns of XYZ Company for the year ended December 31, 20XX], in order 
for it to be in accordance with (or based on) [identify the criteria, for example, the ABC criteria set forth in 
Note 1]. 


Wendy Robson, CPA 
Santa Ana, CA 
March 1, 20XX 


Agreed-Upon Procedures Engagements (AT-C 215) 


AT-C 215 provides requirements applicable to agreed-upon procedures engagements in addition 
to the requirements applicable to all attestation engagements under AT-C 105, discussed earlier. 
Many of the requirements of AT-C 215 are similar to those for examinations (AT-C 205) and reviews 
(ATC-210), which we've already covered, so we will cover some of the more important 
requirements specific to agreed-upon procedures engagements and then summarize and compare 
the three different types of attestation engagements. 


As previously discussed, an agreed-upon procedures engagement is one in which the end result is 
a report of the accountant's findings (no opinion or conclusion) with regard to agreed-upon 
procedures applied to subject matter for use by specified parties. The procedures will depend on 
the agreement made among the parties to the engagement, and distribution of the report is 
restricted to the specific users knowledgeable about the agreement. In all such engagements, the 
specified users are responsible for the sufficiency of the procedures for their purposes, and the 
accountant will disclaim any responsibility for the sufficiency of the procedures. With regard to this 
type of engagement, the accountant should: 
e NOT agree to perform procedures that are described by terms that are too generic or open 
to interpretation (e.g., general review, limited review, check, or test). 
o Other examples of inappropriate procedures: 

= Reading of the work performed by others to describe their findings 

«Evaluating the competency and/or objectivity of another party 

= Obtaining an understanding of a particular subject 

= Interpreting documents outside the scope of the accountant’s expertise 

o Examples of appropriate procedures: 

= Inspection of specified documents evidencing certain types of transactions 

= Confirmation of specific information with third parties 

= Comparison of documents, schedules, or analyses with certain specified 

attributes 
= Performance of mathematical computations 
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e Report all findings from applying the agreed-upon procedures, avoiding any vague or 
ambiguous language. 

e Describe any agreed-upon materiality limits in the report. 

e Disclose the responsible party's refusal to provide a written assertion in the report, if 
applicable. 

e Describe in the report any circumstances imposing restrictions on the performance of 
procedures when an agreement cannot be obtained to modify the procedures. 
Alternatively, the accountant could withdraw from the engagement. 

e Include in the report knowledge of matters brought to the accountant's attention outside 
of the agreed-upon procedures if they significantly contradict the subject matter or 
assertion (e.g., a material weakness in internal control). 


CPA candidates could be asked to prepare this type of report on the exam starting with a report 
example, like the one that follows. 


Agreed-Upon Procedures Report Example 


Independent Accountant's Report on Applying 
Agreed-Upon Procedures 


To: Appropriate addressee 


We have performed the procedures enumerated below, which were agreed to by [identify the specified 
party(ies), for example, the audit committees and managements of ABC Inc. and XYZ Fund], on [identify the 
subject matter, for example, the accompanying Statement of Investment Performance Statistics of XYZ Fund for 
the year ended December 31, 20X1]. XYZ Fund's management is responsible for [identify the subject matter, for 
example, the Statement of Investment Performance Statistics for the year ended December 31, 20X1]. The 
sufficiency of these procedures is solely the responsibility of the parties specified in this report. 
Consequently, we make no representation regarding the sufficiency of the procedures enumerated below 
either for the purpose for which this report has been requested or for any other purpose. 


[Include paragraphs to enumerate procedures and findings.] 


This agreed-upon procedures engagement was conducted in accordance with attestation standards 
established by the American Institute of Certified Public Accountants. We were not engaged to and did not 
conduct an examination or review, the objective of which would be the expression of an opinion or 
conclusion, respectively, on [identify the subject matter, for example, the accompanying Statement of 
Investment Performance Statistics of XYZ Fund for the year ended December 31, 20X1]. Accordingly, we do not 
express such an opinion or conclusion. Had we performed additional procedures, other matters might 
have come to our attention that would have been reported to you. 


[Additional paragraph(s) may be added to describe other matters.] 


This report is intended solely for the information and use of [identify the specified party/ies), for example, the 
audit committees and managements of ABC Inc. and XYZ Fund], and is not intended to be, and should not be, 
used by anyone other than the specified parties. 


Jae Evers, CPA 
Santa Ana, CA 
March 1, 20XX 
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SSAE Summary Comparison Chart (ERA) 


Agreed-Upon 
Requirements Examination Review Procedures 
Maintain independence Yes Yes 
Obtain signed engagement Yes Yes 
letter 

Request written assertion 
regarding measurement/ Yes Yes 
evaluation of subject matter 


Obtain understanding of Sufficient to assess Sufficient to achieve 

subject matter and relevant RMM objectives of No 

circumstances engagement 

Consider materiality Yes Yes No, unless materiality 

limits are agreed-upon 

Obtain sufficient appropriate Yes No 

evidence 

Design/perform tests of If relying on controls No No 

controls 

Testing of subject matter Tests of details / Generally only Agreed-upon 
analytical procedures inquiries / analytical procedures 


procedures 


Inquire about fraud or Yes Yes No 
noncompliance 

Inquire about subsequent Yes Yes No 
events 

Request written Yes Yes Yes 
representations from 

responsible/engaging parties 


Read other information for Yes No 
material inconsistencies 
Written Report Conclusion Findings 


Level of Assurance Reasonable Limited None 
Restriction on Use If necessary If necessary Yes 
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Lecture 8.04 - Specific Types of Subject Matter 


Prospective Financial Statements (AT-C 305) 


Prospective financial statements present expected or hypothetical future results of an 
entity. There are two different types of prospective statements: 
e Forecast - This presents what management expects to occur in the future based on 
expected conditions and expected courses of action. 
e Projection - This presents what management believes will occur given certain 
hypothetical assumptions based on a “what if” scenario. 


For example, a drug manufacturer might be expecting to receive government approval for a new 
drug, and will prepare a financial forecast based on expected results over the next few years given 
approval of the drug. The manufacturer may also prepare a financial projection on expected 
results over the next few years in the event the new drug does not receive approval. 


Although a financial forecast is based on certain significant assumptions made by management 
about the future, the assumptions are general in nature, regarding factors that will affect the 
entity's performance. These may include the economy; competition; the availability of resources, 
capital, and employees; demand; and comparable factors. As a result, a forecast is appropriate for 
either general or limited use. 


A financial projection, is based on hypothetical propositions, which are assumptions about events 
or transactions that may not actually be expected to occur. As a result, a projection is only 
appropriate for limited use by parties with whom the entity is negotiating directly and who are 
aware of the use of the assumptions. 


When third-party users seek some level of assurance regarding prospective F/S, an accountant 
may perform an attestation engagement to provide that assurance. There are two different types 
of engagements that an accountant may undertake in connection with prospective F/S: 

e Examination - The accountant expresses an opinion on the prospective statements. 

e Agreed-Upon Procedures - The accountant applies tests that are the result of an 
agreement between the CPA, the client, and a third party with whom the client is 
negotiating. Such an engagement can only result in a report for limited use, even when it 
involves a forecast. 

o Note: As previously mentioned, a review of prospective F/S is not allowed. Also, 
while compilations of prospective financial statements are allowed, they are not 
attestation engagements and are thus covered under SSARS. 


As is true for all attestation engagements, the accountant is required to comply with the 
requirements of the section of the attestation standards that is applicable to the specific 
engagement, as well as with AT-C Section 105, Concepts Common to All Attestation Engagements, 
discussed above. 


Examinations of Prospective Financial Statements 


The objective of an examination of prospective financial is for the accountant to obtain, and to 
convey in a written report, reasonable assurance that the presentation of prospective information 
conforms, in all material respects, to the guidelines established by the AICPA for the presentation 
of prospective information and that the assumptions underlying the forecast, or the assumptions 
underlying the projection, are suitably supported and provide a reasonable basis for the 
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responsible party's forecast, or the responsible party's projection given the hypothetical 
assumptions. 


Before an accountant agrees to be associated with a projection, the accountant should determine 
that the projection will only be distributed to parties that are negotiating directly with the 
responsible party since a projection is not appropriate for general use. 


An accountant should NOT agree to: 

e Examine a forecast if the responsible party does not agree to disclose significant 
assumptions. 

e Examine a projection if the responsible party either does not agree to disclose significant 
assumptions or does not identify the hypothetical assumptions or describe the limitations 
of the presentation. 

e Examine a partial presentation that does not describe the limitations on the usefulness of 
the presentation. 


As preconditions for an examination engagement, the accountant should understand the 
guidelines for preparation and presentation in the AICPA guide and have or obtain knowledge of 
the industry in which the entity operates and the accounting principles and practices appropriate 
for it. 


The accountant should obtain a written assertion from the client and develop an overall strategy 
for the engagement that sets the scope, timing, and direction of the engagement. The procedures 
applied in the examination engagement should take into account the nature and materiality of the 
information; knowledge obtained in the current and previous engagements; the competence of 
the responsible party; the extent to which the prospective financial information is affected by the 
responsible party's judgment; and the available support for the responsible party's assumptions. 


The accountant will perform those procedures the accountant considers necessary to report on 
whether the assumptions are suitably supported and provide a reasonable basis for the forecast, 
or provide a reasonable basis for the projection taking into account the hypothetical assumption. 
The accountant will evaluate the preparation and presentation of the prospective financial 
information to obtain reasonable assurance as to whether the presentation reflects the identified 
assumptions; computations are mathematically accurate; assumptions are internally consistent; 
accounting principles applied are appropriate; the prospective financial information is presented in 
accordance with AICPA guidelines; and that the assumptions are adequately disclosed. 


The report following an examination must include the following: 

e Atitle that includes the word independent. 

e An appropriate addressee. 

e identification of the prospective financial information being reported on and the time 
period it relates to. 

e An indication that the prospective financial information was evaluated against guidelines 
established by the AICPA. 

e Astatement identifying the responsible party, indicating their responsibility for the 
preparation and presentation of the prospective financial information in accordance with 
the AICPA guidelines. 

e The accountant’s responsibility for expressing an opinion on the prospective financial 
information. 

e Astatement that the examination was performed in accordance with the AICPA attestation 
standards, which require the accountant to plan and perform the engagement to obtain 
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reasonable assurance that the AICPA guidelines were followed and that the accountant 
believes that the examination provided a reasonable basis for the opinion. 
e A description of the nature of an examination. 
e An opinion as to whether the statements conform to AICPA presentation guidelines and 
the underlying assumptions provide a reasonable basis for the presentation. 
e A warning (Caveat) that the prospective results may not be achieved. 
e Astatement that the accountant has no responsibility to update the report for events 
occurring after the report date. 
e The manual or printed signature of the accountant or the accountant's firm. 
e The accountant's city and state. 
e The date of the report. 
e For projections, a separate paragraph with an indication of the limitations on the 
usefulness of the presentation. 
o “The accompanying projection and this report are intended solely for the 
information and use of [identify specified parties, for example, XYZ Company and DEF 
National Bank], and are not intended to be and should not be used by anyone other 
than these specified parties.” 


Examination Report of a Financial Forecast 


Independent Accountant's Report 
To: Appropriate addressee 


We have examined the accompanying forecast of XYZ Company, which comprises the forecasted balance 
sheet as of December 31, 20XX, and the related forecasted statements of income, retained earnings, and 
cash flows for the year then ended, based on the guidelines for the presentation of a forecast established 
by the American Institute of Certified Public Accountants. XYZ Company's management is responsible for 
preparing and presenting the forecast in accordance with the guidelines for the presentation of a forecast 
established by the American Institute of Certified Public Accountants. Our responsibility is to express an 
opinion on the forecast based on our examination. 


Our examination was conducted in accordance with attestation standards established by the 
American Institute of Certified Public Accountants. Those standards require that we plan and 
perform the examination to obtain reasonable assurance about whether the forecast is presented in 
accordance with the guidelines for the presentation of a forecast established by the American Institute of 
Certified Public Accountants, in all material respects. An examination involves performing procedures to 
obtain evidence about the forecast. The nature, timing, and extent of the procedures selected depend on 
our judgment, including an assessment of the risks of material misstatement of the forecast, whether due 
to fraud or error. We believe that the evidence we obtained is sufficient and appropriate to provide a 
reasonable basis for our opinion. 


In our opinion, the accompanying forecast is presented, in all material respects, in accordance with the 
guidelines for presentation of a forecast established by the American Institute of Certified Public 
Accountants, and the underlying assumptions are reasonably supported and provide a reasonable basis 
for management's forecast. 


There will usually be differences between the forecasted and actual results, because events and 
circumstances frequently do not occur as expected, and those differences may be material. We have no 
responsibility to update this report for events and circumstances occurring after the date of this report. 


Jessica Daubson, CPA 
Santa Ana, CA 
March 1, 20XX 
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For agreed-upon procedures, the report must include the following: 

e The findings of the accountant resulting from the procedures. 

e Astatement that the procedures applied may not be sufficient, and that the specified 
users accept responsibility for this fact. 

e A warning (Caveat) that the prospective results may not be achieved. 

e Astatement that the accountant has no responsibility to update the report for events 
occurring after the report date. 

e Aseparate paragraph with an indication of the limitations on the usefulness of the 
presentation (remember that all agreed-upon procedures engagements result in limited 
use reports). 

e Asummary of significant assumptions is also required. 


PROSPECTIVE FINANCIAL STATEMENTS 


e Forecast (General Use) > Expects to occur 
e Projection (Limited Use = Add a Middle 4) > “Hypothetical” - May or may not occur; Can 
only give it to people directly negotiating with you 
1. Examination —> Giving an Opinion 
a. Met AICPA minimum presentation guidelines 
b. F/S reasonable given assumptions } 
e If not, called partial presentation (limited use) 
2. Agreed-Upon Procedures 
a. Only going to do procedures you told us to do | Independent 
b. Distribution & Use is Limited t——————__» Findings 


Disclaimer 


e Included in both reports 
1. Results may NOT be achieved 
2. NO responsibility to update 


Compliance Attestation (AT-C 315) 


AT-C 315 provides the aspects an accountant should consider with respect to attestation 
engagements related to an entity's compliance with specified laws, regulations, rules, contracts or 
grants, including reports on the effectiveness of internal controls over compliance with those 
requirements. There are two different types of engagements that are covered under AT-C 315: 

e Examination - The accountant obtains reasonable assurance and expresses an opinion on 
(1) the entity's compliance with specified requirements of laws, regulations, rules, 
contracts, or grants; or (2) an assertion about compliance with such requirements. 

o Note that AT-C 315 does NOT apply to examination engagements with respect to 
internal control over compliance with specified requirements; such engagements 
are covered only under AT-C 105 and 205. AU-C 940, An Audit of an Entity's Internal 
Control Over Financial Reporting That Is Integrated With an Audit of Its Financial 
Statements, can also be used for guidance. 

e Agreed-Upon Procedures - The accountant applies tests that are the result of an 
agreement between the CPA, the client, and a third party with whom the client is 
negotiating. Such an engagement can only result in a report for limited use in which the 
accountant describes the procedures applied and the accountant's findings. The agreed- 
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upon procedures may relate to (1) compliance with specified requirements as described 
above or (2) internal control over compliance with such requirements. 


As previously mentioned, a review is not allowed for testing compliance with laws, rules, 
regulations, contracts, or grants. AT-C also does not apply to situations covered under AU-C 806, 
Reporting on Compliance With Aspects of Contractual Agreements or Regulatory Requirements in 
Connection With Audited Financial Statements, as previously discussed; and AU-C 935, Compliance 
Audits, discussed later. 


Among the requirements specific to an examination of compliance with specified requirements, 
the accountant should: 

e Determine that management (1) accepts responsibility for such compliance with specified 
requirements, including its internal control over compliance; and (2) evaluates the entity's 
compliance, which may include documentation, written policies, accounting manuals, etc. 

e Request a written assertion from management. If management refuses, the accountant 
should withdraw from the engagement, if possible. 

e Design the engagement to detect material noncompliance, whether intentional or not. 

e Consider materiality with establishing the overall engagement strategy. 

e Obtain an understanding of specified requirements. This should include obtaining an 
understanding of the applicable laws, rules, regulations, etc. as well as relevant knowledge 
obtained in previous engagements, and discussing such matters with appropriate 
personnel (e.g., internal auditors). 

e Evaluate the following factors when the client has multiple components (e.g., locations, 
branches, etc.): 

o Howthe compliance requirements apply at each level of the organization 

o Materiality 

o Centralization of records 

o The control environment, including management's direct control over delegation of 
authority and its ability to supervise the various components 

o Nature and extent of operations at the various components 

o The similarities of operations over compliance for the various components 

e Obtain an understanding of relevant I/C over compliance sufficient to plan the engagement 
and assess control risk for compliance with specified requirements. 

e Review any relevant reports and communications with regulatory agencies and inquire of the 
regulatory agencies as to any current or ongoing examinations. 

e Obtain written representations that (1) acknowledge management's responsibility for 
establishing and maintaining effective I/C over compliance, (2) provide that management 
has evaluated the entity's compliance with specified requirements, and (3) provide 
management's understanding of any compliance requirements subject to interpretation. 
Note that these are in addition to the representations required for examination 
engagements in general under AT-C 205, as previously discussed, and refusal to provide 
any written representation constitutes a scope limitation sufficient to preclude an 
unmodified opinion or cause the accountant to withdraw, if possible. 

e Form an opinion based on the accountant’s evaluation of (1) the nature and frequency of 
any noncompliance instances found and (2) whether such noncompliance is material in 
relation to the nature of the compliance requirements. 

o If there is material noncompliance, it should be described and the opinion should 
be modified. 
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With respect to an agreed-upon procedures engagement related to compliance with specified 
requirements or I/C over compliance, the accountant should: 

e Determine that management (1) accepts responsibility for such compliance with specified 
requirements, including its internal control over compliance; and (2) evaluates the entity's 
compliance with specified requirements or I/C over compliance. 

e Obtain an understanding of specified requirements. Same considerations as for an 
examination (see above). 

e Obtain written representations that (1) acknowledge management's responsibility for 
establishing and maintaining effective I/C over compliance, (2) provide that management 
has evaluated the entity's compliance with specified requirements or I/C over compliance, 
as appropriate, (3) provide management's understanding of any compliance requirements 
subject to interpretation, and (4) provide that management has disclosed any known 
noncompliance occurring after the period covered by the accountant’s report. Note that 
these are in addition to the representations required for agreed-upon procedures 
engagements in general under AT-C 215, as previously discussed. 


Candidates could be asked to prepare this type of report on the CPA exam, starting with a report 
example, such as any of the three that follow. 


Examination Report on Compliance—Unmodified Opinion 


Independent Accountant's Report 
To: Appropriate addressee 


We have examined XYZ Company's compliance with [identify the specified requirements, for 
example, the requirements listed in Attachment 1] during the period January 1, 20X1, to December 
31, 20X1. Management of XYZ Company is responsible for XYZ Company's compliance with the 
specified requirements. Our responsibility is to express an opinion on XYZ Company's 
compliance with the specified requirements based on our examination. 


Our examination was conducted in accordance with attestation standards established by the 
American Institute of Certified Public Accountants. Those standards require that we plan and 
perform the examination to obtain reasonable assurance about whether XYZ Company 
complied, in all material respects, with the specified requirements referenced above. An 
examination involves performing procedures to obtain evidence about whether XYZ Company 
complied with the specified requirements. The nature, timing, and extent of the procedures 
selected depend on our judgment, including an assessment of the risks of material 
noncompliance, whether due to fraud or error. We believe that the evidence we obtained is 
sufficient and appropriate to provide a reasonable basis for our opinion. 


Our examination does not provide a legal determination on XYZ Company's compliance with 
specified requirements. 


In our opinion, XYZ Company complied, in all material respects, with [identify the specified 
requirements, for example, the requirements listed in Attachment 1] during the period January 1, 
20X1 to December 31, 20X1. 


Peter Wilson, CPA 
Santa Ana, CA 
March 1, 20XX 
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Agreed-Upon Procedures Report on Compliance 


Independent Accountant's Report on Applying 
Agreed-Upon Procedures 
To: Appropriate addressee 


We have performed the procedures enumerated below, which were agreed to by [identify the 
specified parties, for example, the management and board of directors of XYZ Company), related to 
XYZ Company's compliance with [identify the specified requirements, for example, the requirements 
listed in Attachment 1] during the period January 1, 20X1 to December 31, 20X1. XYZ Company's 
management is responsible for its compliance with those requirements. The sufficiency of 
these procedures is solely the responsibility of those parties specified in this report. 
Consequently, we make no representations regarding the sufficiency of the procedures 
enumerated below either for the purpose for which this report has been requested or for any 
other purpose. 


[include paragraphs to enumerate procedures and findings.] 


This agreed-upon procedures engagement was conducted in accordance with attestation 
standards established by the American Institute of Certified Public Accountants. We were not 
engaged to and did not conduct an examination or review, the objective of which would be the 
expression of an opinion or conclusion, respectively, on compliance with specified 
requirements. Accordingly, we do not express such an opinion or conclusion. Had we 
performed additional procedures, other matters might have come to our attention that would 
have been reported to you. 


This report is intended solely for the information and use of [identify the specified parties, for 
example, the management and board of directors of XYZ Company] and is not intended to be, and 
should not be, used by anyone other than the specified parties. 


Ruiza Guillermo, CPA 
Santa Ana, CA 
March 1, 20XX 
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Agreed-Upon Procedures Report on I/C Over Compliance 


Independent Accountant's Report on Applying 
Agreed-Upon Procedures 
To: Appropriate addressee 


We have performed the procedures enumerated below, which were agreed to by [identify the 
specified parties, for example, the management and board of directors of XYZ Company], related to 
XYZ Company's internal control over compliance with [identify the specified requirements for 
example, the requirements listed in Attachment 1], as of December 31, 20X1. XYZ Company's 
management is responsible for its internal control over compliance with those requirements. 
The sufficiency of these procedures is solely the responsibility of the parties specified in this 
report. Consequently, we make no representations regarding the sufficiency of the procedures 
enumerated below either for the purpose for which this report has been requested or for any 
other purpose. 


[include paragraphs to enumerate procedures and findings.] 


This agreed-upon procedures engagement was conducted in accordance with attestation 
standards established by the American Institute of Certified Public Accountants. We were not 
engaged to and did not conduct an examination or review, the objective of which would be the 
expression of an opinion or conclusion, respectively, on internal control over compliance with 
specified requirements. Accordingly, we do not express such an opinion or conclusion. Had we 
performed additional procedures, other matters might have come to our attention that would 
have been reported to you. 


This report is intended solely for the information and use of [identify the specified parties, for 
example, the management and board of directors of XYZ Company] and is not intended to be, and 
should not be, used by anyone other than the specified parties. 


Zachary Armins, CPA 
Santa Ana, CA 
March 1, 20XX 


Management's Discussion and Analysis (MD&A) (AT-C 395) 


Publicly held entities are required to provide a set of disclosures referred to as Management 
Discussion and Analysis (MD&A) in accordance with certain rules prescribed by the SEC. In 
addition, some nonpublic entities prepare MD&A and management asserts that it is presented in 
accordance with SEC requirements. A CPA may be engaged to perform either an examination or a 
review of MD&A for either type of entity. 

e An examination would ordinarily be performed in conjunction with an audit of the F/S. 

e Areview may be performed for an annual period, an interim period, or a combination of an 

annual and an interim period. 


Such an engagement may only be accepted if the most recent period covered by the MD&A was 
audited by the CPA and all other periods covered by the MD&A were audited by either the CPA ora 
predecessor. 


As a result of the engagement, the CPA will issue either an examination report or a review report, 
as appropriate. Both reports address the same issues: 
e Does the MD8&A include all of the required elements? 
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o An examination report will indicate that the presentation includes all required 
elements. 
o Areview report will indicate that nothing came to the accountant's attention to 
indicate that all required elements were not included. 
e Was the historical financial information included in MD&A accurately derived from the F/S? 
o An examination report will indicate that the historical financial information was 
accurately derived from the F/S. 
o Areview report will indicate that nothing came to the accountant's attention to 
indicate that the historical financial information was not derived from the F/S. 
e Dothe underlying information, determinations, estimates, and assumptions provide a 
reasonable basis for the disclosures included in MD&A? 
o An examination report will indicate that the information, determinations, 
estimates, and assumptions provide a reasonable basis for the disclosures. 
o Areview report will indicate that nothing came to the accountant’s attention that the 
information, determinations, estimates, and assumptions did not provide a 
reasonable basis for the disclosures. 


Various Engagements 


There are various other types of engagements that an accountant may perform that are each 
lightly tested on the exam. 

1. Aclient may wish to present condensed financial statements or selected data in an 
advertisement, brochure, or other presentation which doesn't include the basic F/S and 
notes. The accountant may issue a report on such information as long as they audited the 
basic F/S from which the condensed data is derived. The report on the condensed F/S 
must: 

o Refer to the audit, providing the report date and type of opinion expressed. 
o State whether the condensed data is fairly stated in all material respects in relation 
to the complete F/S. 


2. An accountant may be asked to report on pro forma financial statements (AT-C 310) that 
are derived from historical F/S. This refers to a presentation in which information is 
restated for an event that actually hadn't occurred. For example, a client that is 
considering a change in accounting principle might want to see how the F/S of the 
preceding year would have appeared had the change been made earlier. As long as the 
F/S from which the pro forma statements were derived were audited an examination 
engagement of this type is permitted. Similarly, as long as the F/S from which the pro 
forma statements were derived were audited or reviewed, a review engagement of this type 
may be performed. 


Note: AT-C 310 covers examination and reviews of the information. Note: Agreed-upon 
procedures engagements are also allowed, but they are subject only to the applicable rules 
for agreed-upon procedures engagements under AT-C 215 as well as the common 
concepts under AT-C 105, not AT-C 310. Compilations of pro forma financial information 
are covered by SSARS, not SSAE; specifically, AR-C 120. 


The examination (or review) report must: 
o Refer to the audit (or review), providing the report date and type of opinion (or 
conclusion) expressed. 
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o Provide reasonable assurance (or limited if a review) as to the assumptions and 
presentation of the pro forma data being reasonable. Should also obtain a 
management representation letter. 


SSARS 22 expands the applicability of the SSARS to apply when the CPA is engaged to 
compile or issue a compilation report on pro forma financial information. The CPA's 
compilation or review report, or the auditor's report on the historical F/S, should be 
included (or incorporated by reference) in the document containing the pro forma financial 
information. No management representation letter is required. 


Examination Report on Pro Forma Financial Information—Unmodified Opinion 


Independent Accountant's Report 


We have examined the pro forma adjustments giving effect to the underlying transaction (or event) 
described in Note 1 and the application of those adjustments to the historical amounts in the 
accompanying pro forma condensed balance sheet of X Company as of December 31, 20X1, and the 
related pro forma condensed statement of income for the year then ended (pro forma financial 
information), based on the criteria in Note 1. The historical condensed financial statements are derived 
from the historical financial statements of X Company, which were audited by us, and of Y Company, 
which were audited by other accountants, appearing elsewhere herein [or "and are readily available"). 
The pro forma adjustments are based on management's assumptions described in Note 1. X 
Company's management is responsible for the pro forma financial information. Our responsibility is to 
express an opinion on the pro forma financial information based on our examination. 


Our examination was conducted in accordance with attestation standards established by the American 
Institute of Certified Public Accountants. Those standards require that we plan and perform the 
examination to obtain reasonable assurance about whether, based on the criteria in Note 1, 
management's assumptions provide a reasonable basis for presenting the significant effects directly 
attributable to the underlying transaction (or event), and, in all material respects, the related pro forma 
adjustments give appropriate effect to those assumptions, and the pro forma amounts reflect the 
proper application of those adjustments to the historical financial statement amounts. An examination 
involves performing procedures to obtain evidence about management's assumptions, the related pro 
forma adjustments, and the pro forma amounts in the pro forma condensed balance sheet of X 
Company as of December 31, 20X1, and the related pro forma condensed statement of income for the 
year then ended. The nature, timing, and extent of the procedures selected depend on our judgment, 
including an assessment of the risks of material misstatement of the pro forma financial information, 
whether due to fraud or error. We believe that the evidence we obtained is sufficient and appropriate to 
provide a reasonable basis for our opinion. 


The objective of this pro forma financial information is to show what the significant effects on the 
historical financial information might have been had the underlying transaction (or event) occurred at 
an earlier date. However, the pro forma condensed financial statements are not necessarily indicative of 
the results of operations or related effects on financial position that would have been attained had the 
above-mentioned transaction (or event) actually occurred at such earlier date. 


In our opinion, based on the criteria in Note 1, management's assumptions provide a reasonable basis 
for presenting the significant effects directly attributable to the above-mentioned transaction (or event) 
described in Note 1, and, in all material respects, the related pro forma adjustments give appropriate 
effect to those assumptions, and the pro forma amounts reflect the proper application of those 
adjustments to the historical financial statement amounts in the pro forma condensed balance sheet of 
X Company as of December 31, 20X1, and the related pro forma condensed statement of income for the 
year then ended. 


kkk 
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3. An accountant may be auditing a U.S. entity which requires F/S that are in conformity with 
the accounting principles of another country and are intended for use outside the 
U.S. This might be as part of an attempt to raise capital in the other country or because 
the U.S. entity is a subsidiary to be consolidated with a parent of the other country. SAS 
124 (AU-C 910) requires the auditor to obtain an understanding of the purpose of the F/S, 
whether the reporting framework applied provides fair presentation of the F/S, the 
intended users of the F/S, and the steps taken by management to determine whether the 
reporting framework is acceptable. The audit will still conform to GAAS, but the report 
must indicate conformity with the principles of the other country and be presented in 
either of the following ways. 

o AU.S.-style report modified to express an opinion on conformity with the principles 
of the other country (essentially comparable to a special report on OCBOA 
statements) with an explanatory paragraph “emphasizing a matter.” 

o Areport in which the form and content is consistent with that of the other country 
if such a report would be issued by auditors in the other country in similar 
circumstances; the auditor understands and has obtained sufficient appropriate 
audit evidence to support the report; and the auditor has complied with the other 
country’s reporting standards and identifies the other country in the report. Issuing 
such a report may require the auditor to: 

= Report on statutory compliance or otherwise understand the local laws and 
regulations. 

= Obtain an understanding of applicable legal responsibilities, in addition to 
the auditing standards and the financial reporting framework generally 
accepted in the other country. 


In instances where a report that is to be used in the United States was prepared in 
accordance with a financial reporting framework generally accepted in another country, 
the auditor is required to include an emphasis-of-matter paragraph to highlight the 
foreign financial reporting framework, but permits the auditor to express an unqualified 
opinion. This paragraph would follow the opinion paragraph. 


4. An underwriter preparing a prospectus in connection with a public offering of securities 
under the Securities Act of 1933 will often ask the auditor for a letter that provides various 
levels of assurance on the information the underwriter must provide to the SEC. These 
letters are known as letter to underwriters or comfort letters (AU-C 920). 


In this letter, the accountant may express an opinion on whether audited F/S conform to 
all of the SEC requirements for these statements. Since the filing information is derived 
from audited F/S, this type of engagement is similar to the reporting on condensed data or 
pro forma information. 


However, the underwriter must include in the SEC filing certain capsule financial 
information about the company for the period after the balance sheet date of the last 
audit. Since the accountant has not audited this information, no opinion can be expressed 
on it. Instead, the accountant and underwriter will determine agreed-upon procedures 
for the CPA to perform, and the accountant will then provide negative assurance, stating 
that "nothing came to our attention" indicating a need to change the unaudited 
information. Notice that the wording of negative assurance is different from every other 
engagement discussed in this course, and is not permitted for other examinations, 
reviews, or agreed-upon procedure engagements in the absence of specific authority in 
auditing pronouncements. The auditor is also required to inform the party requesting the 
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comfort letter that the auditor cannot provide any assurance that the agreed-upon 
procedures are sufficient for that party’s purposes. 


The accountant must, of course, be independent (since both audits and agreed-upon 
procedures engagements result in written conclusions by the CPA), and will state so in the 
comfort letter. 


When the auditor is a group auditor, the auditor is required to read the comfort letters of 
all component auditors whose reports are included in the securities offering. This applies 
to all component auditors and is not limited to those auditors of significant components. 


An accountant is not required by standards to accept an engagement to issue a comfort 
letter. In addition, if such an engagement is accepted, the accountant is not required to 
provide assurance relative to all matters for which assurance is requested. 


The letter to the underwriter is provided by the accountant to the underwriter (or dealer, 
broker or client), and this report is not considered to be a part of the registration 
statement filed by the underwriter with the SEC. If the underwriter makes any reference to 
the accountant's report, it is important that the CPA not be referred to as an "auditor" 
except in connection with information that was audited. A term such as "expert in 
accounting and auditing" might be a reasonable alternative. 


When audited F/S of a nonissuer are included in a registration statement, AU-C 925 
provides that it is the predecessor auditor's responsibility when the F/S they have audited 
are being included in an SEC registration statement filing to: 

o Read pertinent portions of the document. 

o Perform subsequent events procedures. 

o Obtain a letter of representation from the successor auditor. 
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Lecture 8.06 - Government Reporting “Yellow Book” - 
GAGAS Overview 


When performing audits of government entities or audits of entities receiving governmental 
financial assistance, the auditor must consider Government Auditing Standards (GAS), referred to 
as the “yellow book.” This is a book of standards issued by the Comptroller General of the U.S. For 
those entities receiving major federal financial assistance (i.e., more than $750,000 within a single 
fiscal year), Title 2 of the Code of Federal Regulations (CFR) must also be considered (previously 
referred to as the Single Audit Act - SAA). 


We will break Governmental compliance audits down into 3 different types. All of these audits 
include testing compliance with Laws and Regulations: (1) Audits conducted in accordance with 
GAAS, (2) GAS audits in accordance with GAGAS and (3) GAS audits of non-Federal entities 
receiving federal financial assistance (CFR). These are normally in conjunction with financial 
statement audits (previously referred to as the Single Audit Act - SAA). 


1. Audits Conducted in Accordance with GAAS 


Audits conducted in accordance with GAAS apply when a nongovernmental entity has received 
Governmental federal financial assistance, or for a governmental entity that is not required by law 
to adhere to GAS (Government Auditing Standards) or the CFR (Single Audit Act). 


AU-C 935 requires the focus of the audit to be on violations of laws and regulations that have a 
direct and material effect on the amounts in the organization's F/S. 


The GAO “yellow book” suggests that the scope of the governmental audit should also include the 
F/S and consideration of program results, compliance with laws and regulations and economy and 
efficiency. 


If significant deficiencies in internal control are identified, then the auditor is required to report 
upon the scope of the auditor's testing of internal control and the scope of tests of compliance 
with laws and regulations. The reporting of noteworthy accomplishments of the program or 
recommendations for actions to improve operations is not required. 


A standard audit report is normally issued; however, if material noncompliance is detected, it is 
disclosed and treated as a departure from GAAP, resulting in a qualified or adverse opinion 
(disagreement). No compliance report is issued and an internal control report is only issued when 
significant deficiencies have been identified. 


2. GAS Audits in Accordance with GAGAS 


GAS audits in accordance with GAGAS (generally accepted government auditing standards) are 
required for certain organizations that receive federal financial assistance, depending upon the 
requirements of the program. All the GAAS requirements in (1) above still apply, plus more. The 
audit report on the F/S is still required, plus a written Internal Control report and a report on 
compliance with Laws and Regulations are also required. 


I/C deficiencies, material noncompliance with laws and regulations and falsification of accounting 
records should be communicated to legislative and regulatory bodies as well as a federal inspector 
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general if the auditee fails to communicate them. A qualified or adverse opinion on compliance 
would also be issued. 


Government Auditing Standards (GAS) include designing the audit to provide reasonable 
assurance of detecting material misstatements resulting from noncompliance with contract 
provisions or grant agreements that have a direct and material effect on the F/S. For financial 
audits, GAS prescribes fieldwork and reporting standards beyond those required by GAAS. 


GAGAS (i.e., Yellow-book) include, in the general standards, requirements as to the qualifications of 
the staff, independence, due professional care, and quality control. 


To provide assurance that an auditor is independent both in mind and in appearance, GAGAS 
incorporates an independence conceptual framework that can be applied in making a 
determination as to whether or not independence has been impaired. An auditor evaluates 
independence, applying the framework, whenever facts or circumstances create threats to 
independence. The approach is very similar to that incorporated into the independence 
requirements for nongovernmental auditors. 


The framework is applied by first identifying facts and circumstances that create threats to 
independence. There are 7 categories of threats to independence: 

e Aself-interest threat occurs when the auditor has a financial or other interest in the entity 
that might affect the auditor's judgment. 

e Aself-review threat occurs when the extent of nonattest services performed by the auditor 
for the client raise a question as to whether the auditor will be reviewing judgments and 
estimates that they participated in the development of. 

e A bias threat occurs when the auditor is not objective about the client. This may result 
from the relationship between the auditor and the client. It may also be a result of the 
beliefs of the auditor, which may be political, religious, or philosophical; such beliefs may 
or may not conform to the objectives, mission, or operations of the client. 

e A familiarity threat occurs as a result of the duration and closeness of the relationship 
between the auditor and the client. This includes the threat that the client may anticipate 
what may be emphasized by the auditor and may be able to effectively deceive the auditor 
as a result. 

e An undue influence threat occurs when factors or parties separate from the client might 
create influence or pressure that may affect the auditor's judgments with regard to the 
client. 

e Amanagement participation threat occurs when the auditor takes on the role of 
management or performs management functions for the client. 

e Astructural threat occurs when the audit entity is connected to the government entity in 
such a way that may impair the auditor's ability to remain objective in the performance of 
the engagement or reporting of the results. 


If the threat to independence results from the performance on nonattest services, the auditor will 
first determine if the service was prohibited. If so, independence is impaired and the auditor will 
not be able to perform the engagement. If the threat does not result from the performance of 
nonattest services, or if the nonattest services were not prohibited, the auditor will consider the 
magnitude of threats. 
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Prohibited nonattest services include: 

e Performing management responsibilities, such as strategic planning, directing employees, 
custody of assets, reporting to governance, accepting responsibility for internal controls, 
and voting in the management committee or board of directors. 

e Performing certain accounting functions without obtaining management approval, such as 
determining or changing journal entries, authorizing or approving transactions, preparing 
or altering source documents, and accepting responsibility for the preparation or fair 
presentation of the F/S. 

e Providing internal audit assistance in the form of setting policies, strategic direction, or 
scope for the internal audit function or performing internal control procedures. 

e Accepting responsibility for the design, implementation, or maintenance (DIM) of internal 
control, or its monitoring. 

e Participation in information technology services, including the design, development, or 
alteration of IT systems that manage aspects of the operations that will be audited, or 
operating or supervising the operation of such a system. 

e Providing valuation services that impact information included in the F/S. 

e Performing specific additional services related to non-tax disbursements, benefit plan 
administration, investment advisory or management, corporate finance, executive or 
employee personnel, and business risk consulting. 


The auditor will consider threats individually and in the aggregate to determine if they are at an 
acceptable level, which would not impair the auditor's ability to perform and report on the 
engagement objectively. If threats are not at an acceptable level, the auditor will consider 
safeguards against those threats. Safeguards are policies and procedures instituted by the 
auditor to address threats to independence. Safeguards may include: 
e Consulting with other auditors, regulators, or other independent third parties. 
e Disclosing the nature and extent of services that could potentially impair independence to 
governance and discussing independence issues with governance. 
e Using an outside auditor to participate in the audit by performing or reperforming parts of 
it or reviewing the work performed. 


The client can also initiate policies and procedures designed to create safeguards. These may 
include: 
e Requiring appointment of the auditor to be approved by parties who are not part of 
management. 
e Establishing procedures for selecting providers of nonaudit services designed to enhance 
objectivity. 
e Oversight of the auditor's services by those charged with governance. 


If safeguards are sufficient to reduce threats to an acceptable level, the auditor will document the 
analysis and may perform the audit engagement. If safeguards are not sufficient, the auditor's 
independence is impaired and the auditor may not perform the engagement. 


The quality control standard requires an auditor to participate in an external quality review 
program such as those provided by the AICPA, PCAOB or other agencies. Such a review would be 
performed periodically and will result in a report, which must be provided to the party contracting 
for the audit and may be distributed. 


When GAS applies, an audit must still conform to U.S. Generally Accepted Auditing Standards 
(GAAS). In addition, GAS requires: 
e Areport on internal control. 
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e Areport on compliance with laws and regulations. 


GAS does not impose any additional fieldwork standards. To prove that general standards have 
been satisfied prior to the acceptance of the engagement, the auditor must provide the client with 
a quality control review report on the CPA firm's audit practice, which establishes its competence 
to perform an audit under GAAS and GAS. 


The GAO standards of reporting for governmental financial audits require auditors to include in 
their report either (1) a description of the scope of the auditors’ testing of internal control over 
financial reporting and compliance with laws, regulations, and provisions of contracts or grant 
agreements and the results of those tests or, if sufficient work was performed, an opinion; or (2) a 
reference to the separate report(s) containing that information. In some circumstances, auditors 
must report noncompliance (illegal acts) directly to parties external to the audited entity. 


3. Audits of Nonfederal Entities Receiving Federal Financial Assistance 


Audits of non-Federal entities receiving federal financial assistance performed under Title 2 of the 
Code of Federal Regulations (CFR) (formally the Single Audit Act - SAA) are more extensive than 
audits conducted in accordance with GAAS and GAS audits in accordance with GAGAS. The Code 
requires certain state and local governments receiving federal financial assistance, who spend 
$750,000 or more during the entity's fiscal year, to engage an auditor to perform a single 
coordinated audit of the applicable federal financial assistance program requirements. It requires 
an auditor to report on the F/S, compliance with laws and regulations, compliance with program 
requirements and on internal controls. Additionally, the auditor is required to: 

e Report on compliance with general requirements that apply to federal financial assistance 

programs 
e Report on compliance with specific requirements of major federal programs 
e Report on compliance with specific requirements of nonmajor federal programs tested 


When performing an audit in accordance with these requirements, the auditor must conform to 
GAAS and GAS. In addition, the auditor is required to test both internal control and compliance 
with laws and regulations related to major federal financial assistance. In these tests, the 
materiality level is set at the level of each major program rather than the overall F/S of the entity, 
so this will involve a greater audit fieldwork effort than a GAAS audit. In addition to the other 
reports, the Code requires: 

e An opinion on internal control related to each major program. 

e Anopinion on compliance with laws and regulations applicable to each major program. 

e Anopinion on the schedule of expenditures of federal awards. 


The report on internal control under GAS is similar to the management letter that is often issued 
by an auditor in a non-government financial audit. It should indicate that the auditor obtained an 
understanding of internal control and assessed control risk as part of the audit of the F/S. It 
should identify any significant deficiencies that were discovered during the engagement, and 
indicate if any are material weaknesses. Deficiencies are normally communicated to the 
appropriate legislative or regulatory bodies overseeing the entity. 


The report on compliance under GAS describes the scope of tests applied by the auditor to identify 
laws and regulations with a direct and material effect on the F/S as well as the auditor's 

findings. Noncompliance that results in material misstatement of the F/S must be identified, as 
well as any noncompliance (illegal acts) that may result in criminal prosecution. Once again, 
communication may be necessary to appropriate legislative or regulatory bodies. 
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The auditor will obtain the assistance of management of the entity to identify laws and regulations 
that have a direct and material effect on the F/S, and the management representation letter 
must include an assertion by management that it has identified all such laws and regulations. The 
auditor's report will indicate that compliance with laws and regulations is the responsibility of 
management. 


An auditor's audit documentation must provide sufficient support for these additional required 
reports as well as for the opinion on the F/S. 


When the Code applies, the auditor is required to perform additional tests and issue audit 
opinions on internal control, compliance with laws and regulations, and the schedule of 
expenditures of federal awards. When there are material weaknesses, noncompliance, or 
misstatements in the schedule, respectively, these opinions may be qualified or adverse, just as 
in the case of the opinion on the F/S. 


Occasionally, an auditor may engage in a performance audit that is primarily designed to 
determine the economy, efficiency, and effectiveness of the organization in achieving its 

goals. Such audits also include consideration of management controls and compliance with laws 
and regulations related to achieving these goals. The auditor's report will include the auditor's 
findings, identification of potential noncompliance (illegal acts), and the views of relevant officials 
on the auditor's findings. The report should include the scope of work on I/C and any deficiencies 
in I/C that are significant. If fraud or abuse has occurred, this should also be reported as a finding. 


All reports issued in connection with audits under GAS and CFR are directed to specific agencies, 
but are available for public inspection. 


A low-risk auditee is eligible for reduced audit coverage under a compliance audit. To be 
considered low risk, an entity will have had: 
e Anunmodified opinion on the schedule of expenditures of federal awards 
e No material weaknesses 
e No going concern modification 
e No federal program audit findings in preceding two audits of Type A programs that were 
classified as material weaknesses or modifications to the compliance opinion 


Reporting Internal Control Deficiencies, Fraud, Noncompliance, Violations and Abuse 


For all financial audit and attestation engagements, auditors must report, as applicable to the 
engagement objectives, all instances of noncompliance (illegal acts), unless clearly inconsequential 
and all instances of fraud; violations of provisions of contracts or grant agreements; and abuse 
that could have a material effect on the F/S or the subject matter of the engagement. When 
auditors detect violations of provisions of contracts or grant agreements or abuse that has an 
effect on the F/S or the subject matter that is less than material but more than inconsequential, 
they should communicate those findings in writing to entity officials. Also, auditors should report 
the following deficiencies in internal control: (a) significant deficiencies and (b) material 
weaknesses. 
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Governmental Audit (Laws & Regulations) 


- Aregular GAAS audit plus more. 
1. GAAS Audit - Opinion on F/S 


- No compliance report is issued. 
- No I/C report unless significant deficiencies are I.D. 


+ 2. GAS Audit 
1. Opinion on F/S 
2. Report on Internal Control (Written Report) 
3. Report on Compliance with Laws & Regulations (direct & material effect). 
-Must include description of material instances of noncompliance. 
a. GAAS 
b. GAGAS (Quality Control) 


+ 3. Entities Receiving Federal Financial Assistance (CFR) (formally SAA) 
1. Opinion on F/S 
2. Report on Internal Control (written report) 
3. Report on Compliance with Laws & Regulations 
a. GAAS 
b. GAGAS (Quality Control) 
4. Report on scope of audit testing on I/C 
a. Compliance with Major programs - opinion 
b. I/C report of Major programs 


5. Report on Schedule of expenditures of federal awards 
- Non-Major — Limited Assurance 
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The following is an example of a Combined Report on Compliance with Applicable Requirements 
and Internal Control over Compliance (AU-C 935): 


Independent Auditor's Report 
[Addressee] 


Compliance 
We have audited Example Entity’s compliance with the [identify the applicable compliance requirements or refer 
to the document that describes the applicable compliance requirements] applicable to Example Entity’s [identify 
the government program(s) audited or refer to a separate schedule that identifies the program(s)] for the year 
ended June 30, 20X1. 


Management's Responsibility 
Compliance with the requirements referred to above is the responsibility of Example Entity’s management. 


Auditor's Responsibility 
Our responsibility is to express an opinion on Example Entity's compliance based on our audit. 


We conducted our audit of compliance in accordance with auditing standards generally accepted in the 
United States of America; the standards applicable to financial audits contained in Government Auditing 
Standards issued by the Comptroller General of the United States; and [insert the name of the governmental 
audit requirement or program-specific audit guide]. Those standards and [insert the name of the governmental 
audit requirement or program-specific audit guide] require that we plan and perform the audit to obtain 
reasonable assurance about whether noncompliance with the compliance requirements referred to above 
that could have a material effect on [identify the government program(s) audited or refer to a separate schedule 
that identifies the program(s)] occurred. An audit includes examining, on a test basis, evidence about Example 
Entity'’s compliance with those requirements and performing such other procedures as we considered 
necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion. Our 
audit does not provide a legal determination of Example Entity’s compliance with those requirements. 


Opinion 
In our opinion, Example Entity complied, in all material respects, with the compliance requirements referred 
to above that are applicable to [identify the government program(s) audited] for the year ended June 30, 20X1. 


Internal Control over Compliance 
Management of Example Entity is responsible for establishing and maintaining effective internal control over 
compliance with the compliance requirements referred to above. In planning and performing our audit, we 
considered Example Entity’s internal control over compliance to determine the auditing procedures for the 
purpose of expressing our opinion on compliance, but not for the purpose of expressing an opinion on the 
effectiveness of internal control over compliance. Accordingly, we do not express an opinion on the 
effectiveness of Example Entity’s internal control over compliance. 


A deficiency in internal control over compliance exists when the design or operation of a control does not allow 
management or employees, in the normal course of performing their assigned functions, to prevent, or detect 
and correct, noncompliance on a timely basis. A material weakness in internal control over compliance is a 
deficiency, or combination of deficiencies in internal control over compliance, such that there is a reasonable 
possibility that material noncompliance with a compliance requirement will not be prevented, or detected and 
corrected, on a timely basis. 


Our consideration of internal control over compliance was for the limited purpose described in the first 
paragraph of this section and was not designed to identify all deficiencies in internal control that might be 
deficiencies, significant deficiencies, or material weaknesses in internal control over compliance. We did not 
identify any deficiencies in internal control over compliance that we consider to be material weaknesses, as 
defined above. 


The purpose of this report on internal control over compliance is solely to describe the scope of our testing of 
internal control over compliance and the results of that testing based on the [insert the name of the 
governmental audit requirement or program-specific audit guide]. Accordingly, this report is not suitable for any 
other purpose. 


[Signature] 
Sara Alicia Edwards 


[Date] 
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YOU FINISHED YOUR AUD COURSE...NOW WHAT? 
A quick guide to the final days leading up to, and following, the CPA exam 


Lecture 10.01 - AUD Final Review 


Now is the time to make connections and solidify your understanding of the topics you found most 
challenging, and to review the most heavily tested topics on the exam. 


Q Reread your course notes and review bookmarked lectures. 
0 Go back and look at your Score History in the Interactive Practice Questions (IPQ) 


software. Review past quizzes on which you had low scores, paying particular attention to 
bookmarked questions, as well as those that are most highly tested. 


0 A great way gear up for the upcoming exam is by adding a Roger CPA Review Cram Courses 
to your studies. The Cram Course works very well as a final review, as it is designed to 
reinforce your understanding of the most heavily tested CPA Exam topics. 


Q Take an AICPA Sample Test at www.cpa-exam.org to familiarize yourself with the exam 
format and welcome (instruction) screens. 


Lecture 10.02 - AUD Exam Overview 


Day of the Exam 
Q Get a good night's rest before heading into your exam. 
0O Arrive to the Prometric testing center at least 60 minutes before your appointment so you 
have time to park, check-in, and use the restroom before your exam begins. 
Q Bring your Notice to Schedule (NTS) and two forms of acceptable identification (see Intro for 
more details). 


Q Proceed through check-in: store belongings, get fingerprinted, have photo taken, sign log 
book, get seated, write your Launch Code (from your NTS) on your noteboard. 


Q Don't stress. You've prepared for this; now, just breathe and power through! 


During the Exam 
Q Remember your AUD Exam time strategy, and jot down the times at which you want to be at 
your benchmarks: 


Use 75 seconds per multiple choice question as a benchmark 

Allocate 15-25 minutes per task-based simulation, depending on complexity 

Plan to use no more than 10 minutes per research question 

Take the standard 15-minute break after the 3 testlet - it does not count against 
your time 

o (Remember that any other break will count against your time) 


Oe «Os -O 
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AUD: 4 Hour Exam 


Testlet 3 


2 TBSs 


Q You will be given 10 minutes to review the welcome screens and exam instructions. You 
should already be familiar with these screens after taking the AICPA Sample Test, and can 
bypass them during your exam. 


Q Once you begin testing, make sure to read each question carefully, paying close attention to 
the keywords that dictate the question's intention (e.g. except, is greater than, always, never). 


Q Take note if your questions are getting more difficult. That's a good sign! A progressively 
harder exam indicates that you are performing well. 


After the Exam 


Q Remember, it is normal to not feel great after you're done with your exam. It’s a tough exam 
and designed to challenge your confidence and competencies. 


ū Relax and celebrate! You've earned it. 


Q Your scores will be released within a couple of weeks (see Intro for table). 
QO GOOD LUCK!!! 


Page 10-2 ©Roger CPA Review 


DRS Appendix Section 11 


Document Review Simulations (DRS) Appendix 


Lecture 11.01 - AUD DRS Introduction - Part 1 


Lecture 11.02 - AUD DRS Introduction - Part 2 


Document review Simulations Overview 


In 2016, the CPA Exam introduced a new type of Task-based simulation known as Document Review 
Simulations (DRS). These problems were added to the AUD, FAR and REG exams in 2016, and were 
added to the BEC exam in conjunction with the CPA Exam changes effective April 1, 2017. 


What is a DRS? 


DRS are designed to simulate tasks that the candidate will be required to perform as a newly 
licensed CPA (based on up to two years’ experience as a CPA). Each DRS presents a document that 
has a series of highlighted phrases or sentences that the candidate will need to determine are 
correct or incorrect. To help make these conclusions, numerous supporting documents, or 
resources, such as legal letters, phone transcripts, financial statements, trial balances and 
authoritative literature will be included. The candidate will need to sort through these documents to 
determine what is, and what is not important to solving the problem. 


A DRS is one of many formats of Task-based simulation available to the examiners. There is no 
guarantee that the exam of any one candidate will have a DRS or any other particular format. 


Why have DRS been added to the CPA Exam? 


The AICPA conducted a Practice Analysis from 2014-2015 in which one main finding was clear: firms 
are expecting newly licensed CPAs on their staff to perform at a higher level—and they aren't. So 
the AICPA is raising the bar with a revamped CPA Exam that more authentically tests candidates on 
the tasks and skill level that will be required of them as newly licensed CPAs. The introduction of DRS 
in July of 2016 was the first step in this larger initiative, with the overarching changes soon to follow 
in 2017. 


What do DRS test? 


Up until recently, the CPA Exam has only tested candidates on the skill levels Remembering & 
Understanding and Application (skill levels based on Bloom's Taxonomy of Educational Objectives). 
To meet industry demands for the CPA Exam to test at a higher skill level, the CPA Exam is pivoting 
to test the higher order skills Analysis and Evaluation (Evaluation in AUD only). As a direct correlation 
to this exam evolution, DRS problems are designed to test these higher order skills by requiring 
candidates to actually analyze and evaluate documents they would see in the work force. 
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How a DRS works 


As shown below, the DRS will present several buttons: 
e Document Review: The main document for the candidate to review 
e Authoritative Literature: Which is available on all Task-based simulations 
e Exhibits: A series of supporting documents which may, or may not, help candidates 
complete the problem 
e Help: Explanation of how to answer the problem 


Notice the highlighted items within the main document. These represent the specific sentences or 


phrases that the candidate is required to analyze. 


B The Uniform 


a CPA Examination 


EXHIBITS 


E | =| ? Sueur 


E) Comparative Trial Balance E) Email from CFO E Accounts Receivable Memorandum 
E) Minutes of Special Meeting 


Scroll down to complete all parts of this task. 


ACPA firm is preparing for the year 6 audit of Hiver Co., a calendar-year-end nonissuer. An audit staff 
member used the year 5 audit request list for Hiver as the basis for drafting the year 6 request list. 
Additional client information was obtained during the audit planning meeting with the client. 


As the audit senior for this engagement, it is your responsibility to review and revise the year 6 request list 
for Hiver, as needed. Use the additional client information in the Resources tab to revise the draft request 

list, correcting any errors and removing any inappropriate or unnecessary items, given the overall context 

and purpose of the list. Ensure that the year 6 list is appropriate, given the information provided. 


The materiality for the year 6 audit has been set at $55,000. 


To revise the Audit Request List, click on each segment of underlined text below and select the needed 
correction, if any, from the list provided. If the underlined text is already correct in the context of the 
document, select [Original text] from the list. If removal of the entire underlined text is the best revision to 
the document as a whole, select [Delete] from the list. 


Hiver Co. 
ear ended December 31, year 6 
udit Request List (DRAF 


Please have the materials listed below ready when we arrive on site. Unless a different date is 
pecifically stated, these documents should be as of and for the year ended December 31, year 6. 


* Final trial balance 

* Bank reconciliations for March, September and December, year 6. 
* Bank statements for December, year 6 and January, year 7 

* Property, plant and equipment roll-forward 

+ Edgewater industrial estate sale contract €3 

* Furniture and fixtures purchase documentation €3 

* New motor vehicle purchase agreement} 


+ Accounts receivable aging analysis 


* Documentation supporting the 2% general allowance calculation for doubtful accounts €3 


a Accaunte nauahla anina analucic 
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To address each item within the problem, click on the highlighted phrase to see answer options. 
Each item will include the option to leave original text, delete text, or edit the text using the provided 
edit choices. 


l— 
BQ 00. (1 | = | ? aa 


pecifically stated, these documents should be as of and for the year ended December 31, year 6. 


+ Final trial balance 
* Bank reconciliations for March, September and December, year 6. 
* Bank statements for December, year 6 and January, year 7 


* Property, plant and equipment roll-forward 


Choose an option below: 


O [Original text] Edgewater industrial estate sale contract 

O [Delete Text] 

O Edgewater industrial estate lease agreement 

O Edgewater industrial estate property tax expense analysis 
O Edgewater industrial estate purchase contract 

O Proof of Edgewater industrial estate property insurance 


= 


* Furniture and fixtures purchase documentation 


Once an item has been answered, a checkmark icon will appear next to the item in the document. 


a The Uniform 


VY CPA Examination ° TESTLET 


| a 
2_— | P SUBMIT 


* Bank statements for December, year 6 and January, year 7 
* Property, plant and equipment roll-forward 


+ Edgewater industrial estate lease agreement €j 


* Furniture and fixtures purchase documentation 
* New motor vehicle purchase agreement 


+ Accounts receivable aging analysis 


* Documentation supporting the 100% general allowance made against all balances 
exceeding 180 days overdue $9 


+ Accounts payable aging analysis 
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Approaching an AUD DRS 


Step 1 - Get the lay of the land. YOU are the CPA - what is being asked of you? Skim over all the 
content in the Document Review Simulation to find out. You could be asked to do any of the 
following: 
e Review the work of others - use your professional judgment, professional skepticism, and 
technical expertise to identify issues or correct errors. © very likely for AUD! 
e Plan the work of others. € very likely for AUD! 
e Analyze and choose the best course of action from various alternatives presented. 
e Address a client's technical questions and requests. 
e Draw on knowledge that is more extensively tested in a different exam section - detailed 
FAR knowledge may be expected for an AUD DRS, for instance. 


Step 2 - Mentally note the gist of the DRS. “OK, this problem is about me, the audit senior, 
reviewing the work of a staff member. Specifically, | must review the year 6 Audit Request List an 
audit staff member has prepared, review the accompanying documentation, and make changes to 
the list as necessary. NOTE: Materiality threshold is $55,000.” 


Step 3 - Note the DRS subquestions. Briefly note down each DRS subquestion on your scratch 
whiteboard - you bought a handheld whiteboard just for CPA Exam study, right? Use your own 
shorthand. For instance, you might write: 
1. Edgewater 
F&F (for furniture and fixtures) 
Vehicle 
Doubtful accounts 
Securities val. 
Shares 
Loan stuff 
Account 6900 


COPS Ok Gi OO 


Step 4 (Optional) - Choose an order of attack. Consider customizing the order in which you 
approach questions. It won't always be possible to tell, but if a few subquestions appear to be more 
time-consuming than others, consider moving them to the back of the queue. We don't know for 
sure, but we suspect each DRS subquestion is worth exactly as much as all the others - there are no 
bonus points for getting the most time-consuming ones right. Therefore, do the easiest ones first. 


Step 5 - Attack each subquestion one at a time. In either the default or custom order, work on 
each subquestion one at a time in order to be as efficient as possible to avoid getting overwhelmed. 
Remember that the necessary information for any one subquestion will almost certainly be 
contained across multiple documents. You may also need to research in the Authoritative Literature. 


Try to focus strictly on one subquestion at a time, but if you find yourself spending too much time 
on any one subquestion, make a tactical decision to skip it and move on to the next one. You may 
even decide to leave that subquestion undone and only return to it after completing other TBSs in 
your TBS testlet. 


Check off each subquestion on your list as you complete it. 
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Step 6 - Go through a process of elimination for each subquestion. 


Each DRS subquestion is similar to a multiple-choice question. The process of elimination, therefore, 
is a great tactic to employ. You can first eliminate documents and then answer choices. 


Read the subquestion and all its answer choices first. For instance, the subquestion with default text 
“Edgewater industrial estate sale contract” appears to be about a real estate transaction. Briefly skim 
over each of the Exhibits. Note any documents that clearly have no information about a real estate 
transaction, and ignore them. Then hone in on the documents that do appear relevant. 


One of these will usually be the ‘home base’ document - most DRSs have one, an information-dense 
accounting information document with numbers. In our example, that document is the year 5 and 
year 6 Comparative Trial Balance. Important information must be gleaned from this ‘home base’ 
document for all or nearly all DRS subquestions. 


Next, as you focus on the relevant documents, eliminate answer choices one by one. The Email from 
CFO document makes clear that the Edgewater deal was a purchase, not a sale or lease, though the 
purchase ended the existing lease. The Buildings account in the Comparative Trial Balance supports 
the fact that a building was purchased. Therefore, the default text answer is wrong because it 
concerns a sale, and the lease agreement answer is wrong unless some unusual situation with the 
lease is mentioned. Delete Text is clearly wrong, because a material Edgewater transaction did 
occur. That just leaves three out of the original six choices. 

«—Original text} Edgewaterindustrial estate sale contract 

e—{Delete Text} 

e—£dgewater industrial estate lease agreement 

e Edgewater industrial estate property tax expense analysis 

e Edgewater industrial estate purchase contract 

e Proof of Edgewater industrial estate property insurance 


The clear winner from the three remaining is ‘Edgewater industrial sale purchase contract’ because 
nothing in the documents suggests we need to see a property tax expense analysis or proof of 
property insurance more than we need to see the purchase contract. Purchase contract, then, is 
clearly the best answer. 


Follow this process of elimination for each subquestion, first eliminating documents, then answer 
choices. Even in cases where you're not sure there is a clear ‘winner’ answer choice, you will at least 
have eliminated some clear losers and given yourself a fighting chance. 
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Sample AUD DRS 


l aes EH LT = ? 


CPA Examination 


Scroll down to complete all parts of this task. 


A CPA firm is preparing for the year 6 audit of Hiver Co., a calendar-year-end nonissuer. An audit 
staff member used the year 5 audit request list for Hiver as the basis for drafting the year 6 request 
list. Additional client information was obtained during the audit planning meeting with the client. 


As the audit senior for this engagement, it is your responsibility to review and revise the year 6 
request list for Hiver, as needed. Use the additional client information in the Exhibits to revise the 
draft request list, correcting any errors and removing any inappropriate or unnecessary items, given 
the overall context and purpose of the list. Ensure that the year 6 list is appropriate, given the 
information provided. 


The materiality for the year 6 audit has been set at $55,000. 


To revise the Audit Request List, click on each segment of underlined text below and select the 
needed correction, if any, from the list provided. If the underlined text is already correct in the 
context of the document, select [Original text] from the list. If removal of the entire underlined text 
is the best revision to the document as a whole, select [Delete] from the list. 


Hiver Co. 
Year ended December 31, year 6 
Audit Request List (DRAFT) 


Please have the materials listed below ready when we arrive on site. Unless a different date is 
specifically stated, these documents should be as of and for the year ended December 31, year 6. 
e Final trial balance 
e Bank reconciliations for March, September and December, year 6. 
e Bank statements for December, year 6 and January, year 7 
e Property, plant and equipment roll-forward 
1) Edgewater industrial estate sale contract 
2) Furniture and fixtures purchase documentation 
3) New motor vehicle purchase agreement 
e Accounts receivable aging analysis 
4) Documentation supporting the 2% general allowance calculation for doubtful 
accounts 
e Accounts payable aging analysis 
e Finished inventory detail 
e WIP inventory detail 
e Raw material inventory detail 
5) Trading securities valuation at year end 
6) Documentation supporting issuance of 50,000 shares at $0.30 per share 
e Quarterly board of directors meeting minutes 
7.) Management's review of third party loan interest rates 


e Prepaid expenses analysis 
e Accrued expenses analysis 
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e Sales register 
e Documentation supporting dividends paid 
8) Account 6900 Expense analysis 
e Payroll reconciliation 
Exhibits 
Comparative Trial Balance: 
Hiver Co 
Year Ended December 31, year 6 
Unadjusted Trial Balance 
Year 6 Year 5 
Account 
Number Account Description Debit Credit Debit Credit 
1010 Bank Account No. 001039673 5,136,000 5,735,000 
1012 Bank Account No. 001035821 25,400 31,250 
1014 Bank account - deposit 1,200,000 2,100,000 
1050 Bank account - payroll 12,635 21,760 
1200 Accounts Receivable 3,264,500 2,975,800 
1205 Allowance for doubtful accounts (458,250) (82,000) 
1300 Prepaid expenses 7,200 8,100 
1401 Finished goods inventory 780,500 725,300 
1405 WIP inventory 72,850 82,450 
1408 Raw materials inventory 203,640 197,350 
1600 Office equipment 175,000 175,000 
1601 Accumulated depreciation - office equipment (62,500) (36,500) 
1650 Furniture & fixtures 201,500 201,500 
Accumulated depreciation - furniture & 
1651 fixtures (153,150) (112,000) 
1700 Vehicles 0 36,500 
1701 Accumulated depreciation - vehicles 0 (27,425) 
1750 Buildings 2,287,525 0 
1751 Accumulated depreciation - buildings (23,800) 0 
1800 Investments in securities 325,000 400,000 
2200 Accounts payable (961,500) (864,200) 
2300 Accrued expenses (11,300) (10,800) 
2400 Income taxes payable (6,200) (6,450) 
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Comparative Trial Balance (continued): 


Hiver Co 


Year Ended December 31, year 6 
Unadjusted Trial Balance 


Year 6 Year 5 

Account 
Number Account Description Debit Credit Debit Credit 
2600 Bank loan (1,026,000) (1,142,000) 
2620 Loan to shareholders 250,000 25,000 
3000 Common stock (par $.10 per share) (15,000) (10,000) 
3100 Additional Paid in capital (110,000) (100,000) 
3400 Other Comprehensive Income 75,000 0 
3500 Retained earnings (10,323,325) (2,257,600) 
3550 Dividends paid 7,200,000 0 
4000 Revenue (22,665,275) (19,452,500) 
4010 Freight revenue (63,200) (58,470) 
4110 Sales discount 143,800 152,400 
4111 Sales return 72,400 78,350 
4200 Bank interest income (77,500) (97,200) 
4300 Gain on sale of motor vehicles (8,925) (4,200) 
5050 Raw materials 9,058,140 8,090,720 
5060 Payroll - manufacturing 1,436,000 1,413,700 
5090 Freight expenses 42,300 37,650 
6500 Insurance expenses 23,110 23,000 
6800 Payroll - management 861,500 790,600 
6805 Payroll- administrative 498,205 462,400 
6806 Payroll processor fees 2,400 2,400 
6900 Sundry expense 890 940 
7105 Legal fees 23,000 21,500 
7016 Auditing and accounting fees 32,500 29,800 
7100 Meals and entertainment 5,200 5,130 
7105 Travel expense 12,700 13,950 
7115 Postage expenses 670 590 
7201 Utilities 18,560 16,350 
7210 Operating lease expense 64,300 84,300 
7500 Repairs and maintenance 62,000 14,500 
7600 Depreciation expenses 77,950 75,400 
7700 Bad debt expense 374,250 12,750 
7800 Bank interest expense 35,910 38,460 
8000 Income tax expense 1,903,390 181,445 

35,965,925 (35,965,925) 24,261,345 (24,261,345) 
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From: cfo@hiver.com 

Sent: June 6, year 6 2:13 PM 

To: ‘controller@hiverco.com’ 
Subject: Edgewater Industrial Estate 


Controller, 


We have agreed on the terms for the purchase of our office in Edgewater Industrial Estate with a 
closing date of August 31, year 6. We are purchasing the property from our current lessor and 
therefore this will end our leasing agreement, reducing our rent expense by $5,000 each month 
effective the date of purchase. The agreed purchase price of the property is $2,287,525. 


| also wanted to inform you that the year 5 investment valuation is complete and no impairment 
has been identified. Management does not plan on selling this investment or buying any 
additional investments during year 6. 


Thank you, 

CFO 

P: +1.234.657.8910 
cfo@hiverco.com 


Hiver Co. 
Accounts Receivable Memorandum - Year Ended December 31, year 6 


At December 31, year 6, the Company had an allowance for doubtful accounts balance of 
$458,250, compared to $82,000 at December 31, year 5. 


The Company has a standard policy in place that a full allowance is taken against any balances 
exceeding 180 days at year end. At December 31, year 6, there were no amounts outstanding for 
longer than 180 days and therefore the general allowance was $0 (year 5: $0). 


In October, year 6, the Company received $2,000 from a former customer. This amount was 
previously written off during year 5, as it was considered to be uncollectible. 


At December 31, year 6, there are concerns about the ability of Fibern Co. to pay their outstanding 
balance of $52,000. The concerns arose as a result of a press release issued on December 18, year 
6, which discussed the credit issues that the Company in experiencing. Management had 
discussed their concerns with the owners of Fibern Co. and they do not consider the issues at 
Fibern Co. to be sufficient to require the need for any allowances in the year end financial 
statements. 


In November, year 6, Janer, Inc. (“Janer”) declared bankruptcy. Hiver had a balance outstanding of 
$374,250 from Janer at the time of bankruptcy and has not received any payment subsequent to 
this date. Management does not expect to recover any of the balance due and has therefore 
made a full allowance against the accounts receivable balance at the year end. 
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Hiver Co. 
Minutes of Special Meeting of August 28, year 6 


Members Present: A. Jaunes 
L. Hiver 
M. Hannen 
Not Present: D. Chen 
Agenda Item: Loans to Shareholders 


This special meeting of the board of directors has been called for 
the purpose of approving a new loan to a shareholder. 


Management routinely provided loans to shareholders when 
requested in prior periods. There is a current loan balance 
outstanding relating to a loan to M. Moore. The outstanding 
balance at December 31, year 6 will be $25,000. The loan will be 
repaid in full by July 31, year 7. 


J. Hiver has made a request to management for a loan of $225,000. 
The monthly loan repayments will commence on January 1, year 8 
over a period of 20 months. Repayments will be equal installments 
of $12,500. The loan will be interest free. 


MOTION: That the loan to J. Hiver be approved as circulated and 
distributed September 1, year 6. 


ACTION: APPROVED by quorum 
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Items for Analysis 


Edgewater industrial estate sale contract 


1. Choose an option below: 


e [Original text] Edgewater industrial estate sale contract 

e [Delete Text] 

e Edgewater industrial estate lease agreement 

e Edgewater industrial estate property tax expense analysis 
e Edgewater industrial estate purchase contract 

e Proof of Edgewater industrial estate property insurance 


Furniture and fixtures purchase documentation 
2. Choose an option below: 
e [Original text] Furniture and fixtures purchase documentation 
e [Delete Text] 
e Furniture and fixtures sale documentation 
e Office equipment purchase documentation 
e Office equipment sale documentation 


New motor vehicle purchase agreement 
3. Choose an option below: 


e [Original text] New motor vehicle purchase agreement 

e [Delete Text] 

e Documentation supporting the sale of the motor vehicle asset 

e Documentation supporting the scrapping of the motor vehicle asset 
e New motor vehicle lease agreement 


Documentation supporting the 2% general allowance calculation for doubtful accounts 
4. Choose an option below: 


e [Original text] Documentation supporting the 2% general allowance calculation for doubtful 
accounts 


e [Delete Text] 

e Documentation supporting the allowance against the accounts receivable balance due from 
Janer, Inc. 

e Documentation supporting the recovery of previously written off accounts receivable 
balances 

e Documentation supporting the 100% general allowance made against all balances exceeding 
180 days overdue 


e Documentation supporting the allowance against the accounts receivable balance due from 
Fibern Co. 
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Trading securities valuation at year end 


5. Choose an option below: 


[Original text] Trading securities valuation at year end 
[Delete Text] 

Available for sale securities valuation at year end 
Equity method investment valuation at year end 

Joint venture valuation at year end 

Subsidiary company valuation at year end 


Documentation supporting issuance of 50,000 shares at $0.30 per share 


6. Choose an option below: 


[Original text] Documentation supporting issuance of 50,000 shares at $0. 


[Delete Text] 

Documentation supporting issuance of 150,000 shares at $0.10 per share 
Documentation supporting issuance of 150,000 shares at $0.20 per share 
Documentation supporting issuance of 150,000 shares at $0.30 per share 
Documentation supporting issuance of 50,000 shares at $0.10 per share 
Documentation supporting issuance of 50,000 shares at $0.20 per share 


Management's review of third party loan interest rates 


7. Choose an option below: 


[Original text] Management's review of third party loan interest rates 
[Delete Text] 

Copy of the loan agreement with J. Hiver 

Copy of the loan agreement with M. Moore 

Evidence of approval by D. Chen for the loan to J. Hiver 
Management's due diligence work related to providing the loans 


Account 6900 Expense analysis 
8. Choose an option below: 


[Original text] Account 6900 Expense analysis 
[Delete Text] 

Account 6806 expense analysis 

Account 7115 expense analysis 

Account 7500 expense analysis 


30 per share 
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Solution to AUD DRS 


This question is asking the candidate to determine what documents to request for the current 
period's audit, using the document list for the previous period as a base. Items on the list that are 
not underlined are presumed to be required in the current year, similarly to the prior year, because 
of their ongoing relevance. For example, a final trial balance would be necessary for every period. 
As a result, it is not underlined and the candidate need not address it. 


1. To approach this type of problem, the candidate will generally find it most appropriate to deal 
with each issue in the order in which it is presented. The first underlined item indicates 
“Edgewater industrial estate sale contract” and, when clicked upon, the following choices appear: 


e [Original text] Edgewater industrial estate sale contract -This will be selected if we determine 
that a sale of the Edgewater industrial estate occurred. 


e [Delete Text] - This will be selected if there is no transaction related to the Edgewater 
industrial estate during the period. 


e Edgewater industrial estate lease agreement - This will be selected if the company entered 
into a lease of the Edgewater industrial estate during the period. 


e Edgewater industrial estate property tax expense analysis - if own property and want to 
review property tax amounts. 


e Edgewater industrial estate purchase contract - This will be selected if the company 
purchased the Edgewater industrial estate during the period. 


e Proof of Edgewater industrial estate property insurance - This may be selected if the auditor 
was concerned about a potential liability related to the property and wanted to verify 
insurance coverage. 


To determine what transactions, if any related to the Edgewater industrial estate, the candidate will 
have to review the available documentation. 
e = The first document is a trial balance. Scanning down the trial balance does not reveal 
anything with a title indicating it relates to the Edgewater industrial estate. 
e The next document is an email from the CFO to the controller discussing the purchase of an 
office in Edgewater Industrial Estate. 


Apparently, Hiver purchased an office at Edgewater industrial estate and the auditor will wish to 
review the purchase agreement. You can also see this on the trial balance as a new building and 
accumulated depreciation (Accounts 1750, 1751). 


The item to be selected will be: 


e Edgewater industrial estate purchase contract 
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2. The next underlined item indicates “Furniture and fixtures purchase documentation”. The 
choices are: 


e [Original text] Furniture and fixtures purchase documentation - This will be selected if there 
were acquisitions of furniture and fixtures. 


e [Delete Text] - This will be selected if there were neither purchases nor disposals of furniture 
and fixtures. 


e Furniture and fixtures sales documentation - This will be selected if there were sales of 
furniture and fixtures. 


e Office equipment purchase document - This will be selected if there were purchases of 
office equipment. 


e Office equipment sale documentation - This will be selected if there were sales of office 
equipment. 


Looking at the trial balance, furniture and fixtures (Account 1650) remained unchanged at $201,500, 
and office equipment (Account 1600) remained unchanged at $175,000. Apparently there were 
neither sales nor purchases of either furniture and fixtures or office equipment and no 
documentation would be necessary. 


The item to be selected will be: 
e [Delete Text] 


3. The next underlined item indicates “New motor vehicle purchase agreement”. The choices are: 


e [Original text] New motor vehicle purchase agreement - This will be selected if there was a 
new motor vehicle purchased during the period. 


e [Delete Text] - This will be selected if there were neither purchases nor disposals of motor 
vehicles during the period. 


e Documentation supporting the sale of the motor vehicle asset - This will be selected if a 
motor vehicle was sold during the period. 


e Documentation supporting the scrapping of the motor vehicle asset - This will be selected if 
a motor vehicle was salvaged during the period. 


e New motor vehicle lease agreement - This will be selected if a motor vehicle was leased 
during the period. 


There is nothing in the remaining documents regarding motor vehicles except what can be derived 
from the trial balance. The balance in Vehicles (Account 1700) went from $36,500 to $0, indicating 
that the asset was either sold or otherwise disposed of. The balance in accumulated depreciation - 
vehicles (Account 1701) also decreased from $27,425 to $0. Looking further down the trial balance, 
there is a gain on the sale of a motor vehicle (account 4300/$8,925) indicating that a vehicle was 
sold. 


As a result, the item to be selected will be: 
e Documentation supporting the sale of the motor vehicle asset 
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4. The next underlined item indicates “Documentation supporting the 2% general allowance 
calculation for doubtful accounts”. The choices are: 


e [Original text] Documentation supporting the 2% general allowance calculation for doubtful 
accounts - This will be selected if the auditor wishes to review the analysis to verify the 
appropriateness of the allowance. 


e [Delete Text] - This will be selected if the auditor dose not seek any documentation 
supporting the allowance for doubtful accounts. 


e Documentation supporting the allowance against accounts receivable balance due from 
Janer, Inc. - This will be selected if there is an indication that a special allowance was 
established for an account due from Janer, Inc. 


e Documentation supporting the recovery of previously written off accounts receivable 
balances - This will be selected if the auditor believes verification of recoveries is necessary. 


e Documentation supporting the 100% general allowance made against all balances exceeding 
180 days overdue - This will be selected if there were significant accounts that were more 
than 180 days overdue. 


e Documentation supporting the allowance against the accounts receivable balance due from 
Fibern Co. - This will be selected if there is an indication that a special allowance was 
established for an account due from Fibern Co. 


The items that will be helpful in solving this line item will be the trial balance and an Accounts 
Receivable Memorandum. On the trial balance it can be noted that accounts receivable has a 
balance of approximately $3.25 million. An allowance of 2% would be approximately $65,000, yet 
the actual allowance is $458,250, indicating that there had been one or more adjustments to the 
allowance for specific doubtful accounts. 


The memo indicates that no amounts were outstanding for more than 180 days, eliminating the 5" 
alternative. In addition, it refers to a $2,000 recovery, which would be a Dr. to Cash for 2,000 anda 
Cr. to Allowance, which would increase the allowance account. It is unlikely that the auditor will 
request documentary support, eliminating the 4" alternative. 


In the next paragraph, the memo indicates that the concern over Fibern Co. is not sufficient to justify 
an allowance against the receivable, eliminating the 6" alternative. If indicates in the next 
paragraph, however, that an allowance is being established in the amount of $374,250, the balance 
of a receivable from Janer, Inc., due to that entity's bankruptcy. The journal entry to record this is Dr. 
Bad Debt expense for $374,250 and Cr. Allowance for $374,250. It is likely that the auditor will 
request documentation regarding the Janer account, making the 3 alternative the best choice. 
Notice the change in the allowance account which starts with $82,000, an increase of $2,000 (above) 
and an additional increase of $374,250 equals the ending balance of $458,250. Also notice Bad debt 
expense (account 7700) for the year is $374,250, which also appears to tie to the Journal Entry 
above. 


Finally, the 1% alternative can be eliminated since the auditor will obtain satisfaction about the 2% 
general allowance by reviewing the entity's policies and history to make certain that the auditor 
considers 2% reasonable. In addition, the auditor will likely recalculate the expense to make certain 
that it was accurately reported. It is not likely, however, that documentation supporting the 2% will 
be necessary. 
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The item to be selected will be: 


e Documentation supporting the allowance against accounts receivable balance due from 
Janer, Inc. 


5. The next underlined item indicates “Trading securities valuation at year end”, with the following 
alternatives: 


e [Original text] Trading securities valuation at year end - This will be selected if there is a 
significant investment in trading securities as of the end of the period. 


e [Delete Text] - this will be selected if the auditor does not seek any documentary evidence to 
support investments. 


e Available for sale securities valuation at year end - This will be selected if there is a 
significant investment in available for sale securities as of the end of the period. 


e Equity method investment valuation at year end - This will be selected if there are significant 
equity method investments as of the end of the period. 


e Joint venture valuation at year end - This will be selected if there is one or more significant 
joint venture in which the company is participating. 


e Subsidiary company valuation at year end - This will be selected if the company has one or 
more subsidiaries. 


There is only one related item on the trial balance, Investments in securities, with a balance of 
$325,000 as of the end of the period. Note that there is also a $75,000 adjustment to Other 
Comprehensive Income (OCI) (account 3400). The journal entry recorded must have been Dr. OCI 
$75,000 and Cr. Investments in securities (AVS). The fact that the loss went to OCI (B/S) and not the 
Income Statement tells us it is an AVS (Available For Sale Security) as opposed to a Trading Security. 
Had it been Trading, there would also need to be a loss on the income statement, but there isn't 
one. In the 2™ paragraph of the email from the CFO to the controller regarding Edgewater Industrial 
Estate, there is an indication that the investment valuation is complete and that management does 
not have plans to sell the investment or buying additional investments in the short term. 


There is apparently no investment in an equity method investment, a joint venture, or a subsidiary, 
eliminating the last 3 alternatives. Since the securities will not be sold in the near future, they are 
securities available for sale, not trading securities. 

As a result, the alternative to be selected will be: 


e Available for sale securities valuation at year end 


6. The next underlined item indicates “Documentation supporting issuance of 50,000 shares at 
$0.30 per share”. The alternatives are: 


e [Original text] Documentation supporting issuance of 50,000 shares at $0.30 per share - This 
will be selected if the auditor determines that 50,000 shares were issued during the period 
at $0.30 per share. 


e [Delete Text] - This will be selected if no shares were issued or retired during the period. 


e Documentation supporting issuance of 150,000 shares at $0.10 per share - This will be 
selected if the auditor determines that 150,000 shares were issued during the period at 
$0.10 per share. 
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e Documentation supporting issuance of 150,000 shares at $0.20 per share - This will be 
selected if the auditor determines that 150,000 shares were issued during the period at 
$0.20 per share. 


e Documentation supporting issuance of 150,000 shares at $0.30 per share - This will be 
selected if the auditor determines that 150,000 shares were issued during the period at 
$0.30 per share. 


e Documentation supporting issuance of 50,000 shares at $0.10 per share - This will be 
selected if the auditor determines that 50,000 shares were issued during the period at $0.10 
per share. 


e Documentation supporting issuance of 50,000 shares at $0.20 per share - This will be 
selected if the auditor determines that 50,000 shares were issued during the period at $0.20 
per share. 


From the trial balance it can be determined that common stock (account 3000) increased from 
$10,000 to $15,000, an increase of $5,000. At a par value of $0.10 per share, this indicates that 
$5,000/$0.10 or 50,000 shares were issued. In addition to the $5,000 increase in common stock, 
there is a $10,000 increase in Additional Paid-In Capital (Account 3100) from $100,000 to $110,000, 
indicating that the total proceeds were $15,000 or $15,000/50,000 = $0.30 per share. 

As aresult, the alternative to be selected will be: 


e [Original text] Documentation supporting issuance of 50,000 shares at $0.30 per share 


7. The next underlined item is “Management's review of third party loan interest rates” with the 
following alternatives: 


e [Original text] Management's review of third party loan interest rates - This will be selected if 
there are significant loans to third parties to determine if the interest rate is accurately 
disclosed and to verify calculations. 


e [Delete Text] - This will be selected if there are not significant loans receivable outstanding. 


e Copy of loan agreement with J. Hiver - This will be selected if there was a new loan to J. Hiver 
during the period. 


e Copy of loan agreement with M. Moore - This will be selected if there was a new loan to M. 
Moore during the period. 


e Evidence of approval by D. Chen for the loan to J. Hiver - This will be selected if there was a 
loan to J Hiver and the auditor was not certain as to whether or not it was properly 
authorized. 


e Management's due diligence work related to providing the loans - This would be selected if 
the auditor were performing a test of control to determine if management's policies for 
research and documentation of new loans are being followed. 


The only loan receivable on the trial balance is a Loan to shareholder (Account 2620) in the amount 
of $250,000, an increase of $225,000 during the period. This indicates that a loan was made toa 
shareholder during the period. There were no loans to third parties making a review of third party 
loan interest rates irrelevant. 


The last document made available reflects the Minutes of a special meeting in which a loan to J. 
Hiver was approved. It references the outstanding $25,000 balance of a loan to M. Moore, which is 
apparently not a new loan and would not require documentation. There is no need for evidence of 
D. Chen's approval since the minutes indicate that the transaction was approved by quorum. 
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As aresult, the alternative to be selected will be: 


e Copy of loan agreement with J. Hiver 


8. The last item underlined indicates “Account 6900 Expense analysis” with the following 
alternatives: 


e [Original text] Account 6900 Expense analysis - This will be selected if the auditor desires 
support for items included in this category. 


e [Delete Text} - This will be selected if the auditor is not seeking support for any of the 
expense items on the trial balance. 

e Account 6806 Expense analysis - This will be selected if the auditor desires support for items 
included in this category. 

e Account 7115 Expense analysis - This will be selected if the auditor desires support for items 
included in this category. 

e Account 7500 Expense analysis - This will be selected if the auditor desires support for items 
included in this category. 


Upon review of the trial balance, the amounts reported for Accounts 6900, 6806, and 7115 are $890, 
$2,400, and $670, respectively. None of these amounts are material and the auditor is not likely to 
request documentation to support any of them. The balance for Account 7500, however, is $62,000, 
which exceeds the $55,000 materiality threshold. The auditor will likely seek documentary support 
for this amount. 


As aresult, the alternative to be selected will be: 


e Account 7500 Expense analysis 
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